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SACRED COWS IN ACCOUNTING* 


HERBERT F. TAGGART 


Professor and Assistant Dean, School of Business, 
University of Michigan 


CCOUNTING,” says W. A. Paton, “is 
A plagued with fetishes and sacred 


cows. It is high time that homage 
be shifted from these to the primary objec- 
tive—furnishing owners and managers 
with essential economic data.” The specific 
sacred cow which Paton had in mind at 
the time he wrote these words was con- 
servatism, concerning which more later. 
This particular holy bovine is regarded 
with reverence by nearly all accountants. 
Others have a more limited following. 
Those which are chosen for discussion 
here are not necessarily the most impor- 
tant, the most indefensible, or the most 
widely respected. They may be regarded 
as samples chosen at random from a broad 
category. 

The subject of this dissertation tempts 
to puns and other indefensible figures of 
speech. To resist this temptation, it is 
necessary to find a sober definition of 
sacred cow in the present context and then 
hew to the line. The expression comes, of 
course, from Hindu religion and mythol- 
ogy. For present purposes the important 
fact about the cow is that in the Hindu 
mysticism it must not be killed. This 
interdict is based not on reason but on 
faith. It is a doctrine which is self-evident 
to the Hindu, but entirely without logic to 
the unbeliever. The sacred cow in account- 


* This paper was presented at the annual meeting 
of the American Accounting Association, Mi i 
September 5, 1952. 


ing is a belief or doctrine which is accepted 
without critical analysis and which, like 
the Indian cow, it is a sacrilege to destroy. 
It is based, not on logic or on any necessity 
of record keeping or financial presentation, 
but merely on tradition or blind accept- 
ance of what has been. 

Unlike the universal (among Hindus) 
acceptance of the doctrine of bovine 
sacredness, no accounting sacred cow is the 
subject of universal acceptance among 
accountants. Each accountant has his 
own collection of such irrational beliefs. 
Some are more widely held than others. 
Since the assortment of such doctrines is 
so heterogeneous and so personal, perhaps 
the best definition of the sacred cow in 
accounting is a purely personal one: it is 
what you believe and I don’t, or vice 
versa. 

Sacred cows in accounting are of various 
magnitudes and degrees of importance. 
Some relate to small points in the treat- 
ment of relatively minor items. An exam- 
ple is the showing of cash discounts taken 
on purchases as income. Though the com- 
plete illogic of this has been demonstrated 
over and over again, these discounts are 
still shown on many an operating state- 
ment as “other income” or in a similar 
category. It is as impossible for purchase 
discounts to be income as for the prover- 
bial farmer to pull himself up by his boot- 
straps, or for the ladies of the family to 
“buy themselves rich’ at the post-Christ- 
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mas bargain sales. In many cases the item 
is not important, of course, and the 
inexcusable treatment can be indulgently 
passed off as a harmless foible. It should 
be noted, however, that in many businesses 
the taking of such discounts is a sine qua 
non of good management. In these in- 
stances, accounting only for purchase dis- 
counts taken and treating these as income 
tells only the good side of the story and 
neglects management’s errors and omis- 
sions. It overemphasizes the relatively 
unimportant fact that some discounts have 
been taken and provides no method of 
showing that management has slipped by 
failing to take full advantage of the dis- 
counts available. A completely logical 
treatment of purchase discounts would 
bring out the whole truth in this occasion- 
ally important area. 

Accounting textbook writers are as apt 
to own a herd of sacred cows as are other 
accountants. No one is immune. Among 
the illogical aspects of textbooks, none is 
more irritating to the conscientious teacher 
than the two extremes of attitude toward 
the multiplicity of solutions to nearly 
every accounting problem. Some textbooks 
blandly ignore the fact that there are 
nearly always several approaches to any 
given accounting situation. They offer one 
solution which the student is supposed to 
accept as suitable for all occasions. Truth 
to tell, many students prefer this ap- 
proach. Their life is much simpler if they 
can adopt one procedure and stick to it. 
They resent any attempt by the instructor 
to point out that there may be occasions 
when some other approach would lead to 
better results. The sacred cow of the writer 
of such a textbook is simplicity at all 
costs, or perhaps the glitter of wide adop- 
tions by undiscriminating teachers who 
are more concerned with keeping students 
happy than with instructing them in the 
complexities of the subject. 

At the opposite end of the spectrum is 
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the textbook writer who is quite willing to 
admit that there are many approaches to 
many accounting problems, and who 
generously describes them, but without 
trying to detail the merits of each or the 
particular circumstances under which it 
may be especially suitable or unsuitable, 
To use the purchase discounts example 
again, such a writer may point out that all 
purchase discounts may be accounted for, 
or only those taken, and that those ac- 
counted for may be treated either as 
income or as deductions from costs, and, if 
the latter, this may be done in several 
ways. Here the dissertation on purchase 
discounts ends, and student and teacher 
are without guidance as to the relative 
merits of the several treatments, or the 
circumstances under which each may be 
suitable. The sacred cow of such a text- 
book writer is perhaps impartiality—he 
does not believe in taking sides. An ade- 
quate discussion would distinguish be- 
tween theory and practice, and between 
what is important and what is unimpor- 
tant. In general, the correct choice among 
possible answers depends on many factors, 
including the purpose to be served by the 
answer and the intentions of the parties. 

A sacred cow which leads us all astray 
from time to time may be designated as 
the belief in objectivity as an infallible 
accounting guide. The motto is: “things 
are what they seem to be.” Followers of 
this doctrine perform accounting opera- 
tions in accordance with outward appear- 
ances, with little or no inquiry into inner 
truths. Familiar examples of accounting 
practices based on this tenet are the valu- 
ation of assets acquired through security 
issues at the par or stated values of the 
securities, and the treatment of treasury 
stock as an asset. 

The area of cost accounting is peculiarly 
subject to this approach. Cost assignments 
and allocations are all too often made on 
the basis of obvious factors, easily noted 
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and measured, without an examination of 
the truly relevant facts. Reliance is placed 
on averages, without appreciation of the 
fact that each member of the group may 
have characteristics which make the aver- 
age inapplicable to it. An example is the 
average cost of a pound of hog meat. It is 
often argued that the real cost of jowls or 
side meat is just as great as that of hams 
or tenderloin, and that the only reason 
different costs are assigned to the different 
cuts is because an average cost per pound 
(said to be the true cost) produces absurd 
results when compared with selling prices. 
In point of fact the absurdity lies in 
thinking of the average cost as the real 
cost in any sense at all. Here, as in the 
case of all joint products, the concept of 
cost must be liberally flavored with the 
intent of the parties if it is to have validity. 
Outward appearances, the easy approach, 
are entirely misleading. 

So important is this point that another 
example seems desirable. In the field of 
distribution cost analysis are found some 
of the most perplexing of accounting 
situations. Joint costs are particularly 
prevalent. In the allocation of salesmen’s 
compensation among products and cus- 
tomers it is generally agreed that time 
spent, if ascertainable, is an important 
factor. The measurement of time of sales- 
men is a matter of no small difficulty, and 
resort is therefore had to other expedients, 
such as the unweighted number of calls in 
the case of customer analysis or gross 
margin in the case of product analysis. 
Where salesmen are paid on a commission 
basis, almost all writers on the subject 
seize upon the commissions as the ideal 
basis for cost allocation. It is assumed that 
outward appearances furnish an entirely 
adequate basis for solving a complex prob- 


Assume, however, that the Universal 
Coffee Company, which pays its salesmen 
& flat 5% commission on all sales, follows 
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the policy of requiring them to call on all 
grocers, however large or small, and 
wherever they may be found, in order to 
get truly universal distribution for its 
“Universal” brand of coffee. Salesman A 
calls on Joe’s Supermarket, located in the 
middle of town. Joe is an old customer, 
he does not need to be educated in the 
merits of Universal, and needs no mer- 
chandising assistance. He buys 1,000 
pounds a week at 50¢ a pound, and A’s 
commission is $25. His weekly call takes 
15 minutes, including travel time. The 
Hayseed Corners Grocery, on the other 
hand, is located 10 miles outside of town, 
and 5 miles off the main road. Its capacity 
to sell coffee is limited and the proprietor 
is indifferent to the advantages of Uni- 
versal. After A has driven out to this 
store and has spent a full half hour show- 
ing the storekeeper how to display Uni- 
versal coffee to better advantage, the 
weekly order is ten pounds, and the 
commission is 25 cents. Query: Does it 
really cost one hundred times as much to 
obtain the business from Joe’s Super- 
market as that from Hayseed Corners? 
The answer clearly is in the negative, and 
yet this is the result which is produced 
when the salesman’s compensation is allo- 
cated by the obvious method. 

One of the most basic of sacred cows is 
the belief in the stability of the monetary 
unit. Accountants’ arithmetic is, “Dollars 
minus dollars equal dollars,’”’ or the plus 
sign takes the place of the minus and the 
equation still holds true. Accountants are 
as aware as anyone that it is an absurdity 
to deduct peaches from apples and expect 
to get an intelligible answer. It is most 
uncomfortable for the accountant to be 
told that he is performing equally futile 
arithmetic when he adds or subtracts 
dollars spent at different times and repre- 
senting differing purchasing power. It is 
no wonder that accountants have by 
tradition stubbornly ignored changes in the 
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magnitude of their measuring unit. To 
give in on this point cuts the very founda- 
tions of their beliefs from under them. In 
times past, ignoring the fluctuation in 
value of the monetary unit was a fairly 
safe pastime. What went up also came 
down, and vice versa. In view of events 
of the past twenty years, the maintenance 
of this head-in-sand attitude has assumed 
a pretty questionable propriety. Continued 
failure to give expression to the profound 
and prolonged change in the price level 
has led to much misinterpretation of 
financial statements, and especially of the 
statement of income. 

Related in a way to the matter just 
touched on is the absurd belief that LIFO 
is a method of inventory valuation. The 
use of LIFO is sometimes defended as a 
method of making the sales dollar and the 
cost dollar more nearly comparable. This 
defense is reasonably valid, though NIFO 
—next in, first out—would be even better 
for this purpose. It does not follow, how- 
ever, that either LIFO or NIFO yields 
even an approximation of a valid inven- 
tory valuation. To say that LIFO is a 
method of inventory valuation is just as 
true as to say that metal ore smelting is a 
method of obtaining road-building ma- 
terial. In each case a principal product and 
a by-product are involved. Ore smelting 
yields metal and slag—the latter being a 
good material for roads, but hardly the 
principal object of the operation. LIFO 
yields an improved net income figure (at 
least so its proponents say), and a residual 
inventory figure remains. The inventory 
figure can hardly be classed with slag as 
a useful by-product, however, since in the 
usual case it is almost completely unin- 
telligible. 

To demonstrate the long-run effect of 
LIFO, consider the Little Steel Company. 
Little Steel adopted LIFO as of Decem- 
ber 31, 1941, when its inventory totaled 
$10,000,000. At that date the wholesale 
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price index for metals and metal products 
stood at 99.4. During the following ten 
years Little Steel maintained a level rate 
of operations and its inventory on Decem- 
ber 31, 1951, contained the same number 
of tons of the same products in the same 
state of completion. Thus, under LIFO, its 
inventory remains at $10,000,000. The 
index for metals and metal products (any 
other index would yield similar results) 
has climbed to 191.7. Thus, if the inven- 
tory were to be valued at current prices it 
would amount to $19,285,714. Evidently 
the fallacy of combining dollars with dol- 
lars to get dollars has merely been shifted 
from the income statement to the balance 
sheet. It has not been eliminated. Unkind 
critics might say that Little Steel has con- 
cealed some $9 millions of earnings. Whether 
this criticism is deserved or not, the $9 
millions hangs over Little Steel like a 
cloud. It will be dispelled if prices go 
down, but if they do not—and many 
knowledgeable persons believe that prices 
have arrived at a permanently higher 
plateau—the $9 millions constitutes a 
secret reserve which old-fashioned ac- 
counting instruction used to condemn. 

Little Steel is, of course, not typical. 
Inventories have commonly increased 
since the adoption of LIFO, and the con- 
version to current dollars is therefore not 
so simple. Also, many companies have 
adopted LIFO for certain parts of their 
inventories and not for others, so that the 
inventory shown on the balance sheet is a 
mixture of LIFO dollars of usually uncer- 
tain vintage and cost-or-market dollars, 
the whole being in proportions undisclosed. 
This melange has the proverbial apples- 
plus-oranges-equal-peaches looking like a 
triumph of logic. 

In view of the changing value of the 
dollar and such developments as LIFO, 
another widely held belief must be rele- 
gated to the sacred cow category. This is 
the notion that the balance sheet is a sig- 
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nificant document. George O. May has 
called it a collection of “nonhomogeneous 
residuals,” and this comes very near to 
being the truth. A recent trade association 
accounting manual lists 15 supposedly 
significant ratios in its chapter on financial 
analysis. Ten of the fifteen involve balance 
sheet figures which are of such dubious 
validity in many cases that their interpre- 
tation is most questionable. A current 
ratio, for example, which is based on LIFO 
inventory dollars of unknown amount and 
unascertainable age certainly does not 
have the traditional significance. With cur- 
rent debts in current dollars and an im- 
portant—perhaps the dominant—portion 
of current assets in past dollars, it defies 
understanding. The same conclusion must 
be reached with respect to such once- 
respected ratios as earnings to assets, 
earnings to invested capital, net worth to 
total footings, and so on. The meaning of 
certain balance-sheet items is still compre- 
hensible, but the balance sheet as a whole 
now fully deserves the suspicion in which 
it has always been held by those non- 
accountants who feel that the monoto- 
nous balance of the two columns of figures 
is just too slick to be anything but phony. 
The holiest of holy cows is undoubtedly 
conservatism. Conservatism crops up in 
many forms and at almost every account- 
ing corner. Conservatism causes account- 
ants to recognize unrealized losses, but 
never unrealized profits. Hence cost or 
market, whichever is lower. Conservatism 
causes accountants to wink at charging 
capital expenditures to expense. Does this 
not reduce income and, immediately 
speaking, income taxes? Conservatism is 
at least part of the argument in favor of 
omitting fixed overhead, or even all over- 
head, from inventory valuations. Con- 
servatism is also an argument in favor of 
LIFO, at least in times of rising prices. 
Conservatism dictates the writing off of 
intangibles as rapidly as possible. 


Sacred Cows in Accounting 317 


It was in a discussion of conservatism 
that Paton sounded off as quoted at the 
beginning of this piece. Conservatism is all 
right in its place. Any accountant who is 
not inclined to be conservative at the 
proper time and to the proper extent 
should be ejected from the fraternity. 
Where conservatism is blindly adhered to 
even at the expense of good accounting, 
it is being carried too far. Conservatism, 
of itself is not a virtue. It is a good residual, 
or background, rule. Where the course is 
not otherwise clear, resort to conservatism. 
Conservatism is no excuse, however, for 
failure to furnish owners and managers 
with “essential economic data.” 

Another shibboleth of accountants is in- 
dependence. Accountants themselves have 
been concerned with independence, and 
properly so. Governmental regulatory 
bodies, and particularly the SEC, have 
been even more concerned. Some of the 
concern of accountants about this matter 
stems from their desire to appear virtuous 
in the eyes of taxing and regulatory au- 
thorities. Here, as in the case of conserva- 
tism, there is real virtue, though a negative 
one. The accountant—particularly the 
public auditor—must look at the data he 
deals with from a detached standpoint. He 
is in somewhat the same position as the 
doctor, who cannot afford to go on an emo- 
tional jag every time he sees someone suf- 
fering. The accountant who is a heavy 
stockholder, or a close relative or boon 
drinking companion of the proprietor finds 
it difficult to assume the properly scientific 
attitude toward all aspects of his job. Own- 
ers and managers of businesses very often 
have projects in raind that would be for- 
warded by just a little slanting of account- 
ing statements. In these connections in- 
dependence is a condition much to be de- 
sired. 

The idea of independence can, however, 
be carried much too far. It is not necessary 
for the accountant to cross over on the 
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other side of the street if he sees one of his 
clients coming. Neither does he need to be 
haughtily aloof from his clients’ man- 
agerial and financial problems, as has 
sometimes been argued. The accountant, 
if he is worth his fee, is in a position to 
be of great usefulness in advising on busi- 
ness and economic problems. His experi- 
ence with all sorts of business and all kinds 
of managements gives him a peculiarly 
excellent background for this purpose. He 
is denying his client one of the most 
important potential benefits of his employ- 
ment if he holds himself aloof because of 
mistaken adherence to the principle of in- 
dependence. 

The weakness of independence is that 
it means nothing, taken by itself. If 
independence has any meaning, it is 
because the independent accountant’s 
opinion is worth something. The opinion 
is of value not because it comes from an 
independent source but because the source 
is competent and has integrity. The most 
independent accountant in the world may 
be the most worthless. Given integrity 
and competence, independence may be 
forgotten. 

In every accounting textbook is to be 
found a tribute to the benefits conferred 
on accounting and accountants by the 
government. A sacred cow is the belief 
that governmental activity in various 
fields is a great boon to accountants. In- 
come taxes, regulation of the issuance of 
and trading in securities, the Robinson- 
Patman Act, laws against sales below 
cost, price control, and many other stat- 
utes and regulations are cited as (a) en- 
couraging the adoption of sound account- 
ing procedures and principles, and (b) 
furnishing employment to accountants. 
That these measures have had these 
effects cannot be denied, but the seamier 
side of such stimuli to accounting needs 
at least to be remembered. It is probable 
that even in the absence of many of these 
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measures accounting would have enjoyed 


a substantial grpth, and its develop. 
ment would have been built on the sound 
foundation of usefulness to management 
and investors—positive contribution to 
economic well-being, and not as a sort of 
protective measure—a necessary evil. 

The same power which governmental 
action has to stimulate accounting also 
makes it possible for governmental action 
to influence accounting policies and pro- 
cedures for better or for worse. The 
strangle-hold which federal income tax 
regulations have over many aspects of 
income determination is a case in point. 
To a considerable degree, of course, in- 
come tax rules coincide with generally 
accepted accounting, but there are many 
exceptions, and where income tax rules 
and logical accounting clash, the rules are 
likely to be adopted for accounting as well 
as tax purposes simply because it is in- 
convenient to keep two sets of records. 

Governmental regulations may be so 
administered that any possible benefit to 
accounting may be negated. The Robin- 
son-Patman Act may be a case in point. 
When this act was passed, it was predicted 
that many companies which had previ- 
ously paid little attention to distribution 
costs would start to account for them 
more carefully and to analyze them for 
purposes of compliance with the law, if for 
no other purpose. This prediction was 
based on the provision of Section 2(a) of 
the Act which forbids discrimination in 
prices among customers where the effect 
of such discrimination may be to injure or 
destroy competition, except that “due 
allowance” may be made “for differences 
in the cost of manufacture, sale, or de- 
livery resulting from the differing methods 
or quantities in which such commodities 
are .. . sold or delivered.” 

The passage of this law did cause many 
companies to give consideration to their 
distribution costs, and the results may well 
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have benefited good management, quite 
aside from legal considerations. In early 
cases it appeared that the Federal Trade 
Commission would accept a reasonable 
dassification of customers in Robinson- 
Patman cases and cost studies which were 
made in a common-sense manner and 
which did not require fantastically minute 
segregations and impossibly laborious com- 
putations. More recently, this rule of rea- 
son seems to be imperilled. Two recent 
federal court decisions have expressed the 
opinion that distribution cost studies did 
not comply with the requirements of the 
Act unless they showed costs for each 
individual customer and, where he had 
more than one receiving point, for each 
such point. If this should become the rule, 
the result would be to complicate these 
studies beyond all reason. 

More recently still it has been seriously 
argued that the cost study must prove the 
costs involved in each individual transac- 
tion, and that it must be performed not 
after, but before the transaction occurs! 
Furthermore, this argument was presented 
not in a 2(a) case involving the seller, but 
in a 2(f) case in which the buyer is the 
responsible party. 

If this interpretation were to prevail, 
before any buyer could accept from any 
seller an offer of any price lower than that 
offered to any other buyer, the prospective 
buyer would have to cause to be performed 
atype of analysis of the seller’s distribution 
costs which is so utterly inconceivable 
that it defies description. The only feasible 
procedure, of course, would be for the 
buyer to insist on being quoted the highest 
prices quoted to any buyer. This result 
would presumably be hailed as the con- 
summation of the intent of the Robinson- 
Patman Act to foster competition. It is 
hardly necessary to point out that if the 
standards of the cost defense are thus made 
unattainable, the supposedly beneficial 
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effects of the Act on distribution cost 
accounting will be eliminated. 

The final sacred cow here to be discussed 
is the aura of infallibility which sometimes, 
intentionally or otherwise, surrounds the 
accountant and his works. This notion is 
that accounting figures represent the ulti- 
mate in truth and reliability, that since 
accounting statements always balance to 
the penny they must be right, that “actual 
cost” is really “actual cost,” and not 
merely an informed guess. Probably most 
accountants themselves would disclaim 
any such belief, but they are sometimes 
guilty of taking a pontifical attitude to- 
wards their work which encourages the 
spread of this opinion among the laity. 
They often talk and act as if they believe 
in the concept of infallibility. When an 
occasional event proves that the account- 
ant is only human and that the figures 
he produces are only as good as their 
source and the interpretation he gives 
them, the results are often absurd as well 
as shocking. 

With respect to all sacred cows in 
accounting—all beliefs based on faith and 
not on reason—it is well for the accountant 
to consider the opinion of similar beliefs 
with respect to the law, as expressed by 
Mr. Bumble. Mr. Bumble and his wife 
were the proprietors of the institution in 
which Oliver Twist spent his unhappy 
youth. When justice finally caught up 
with them, Mr. Bumble tried to blame his 
wife for all the wrongdoing. The prose- 
cuting lawyer, however, pointed out that 
under the law the husband would be held 
responsible. ‘The law supposes that your 
wife acts under your direction,” he said. 
“If the law supposes that,” replied Mr. 
Bumble, “the law is a ass, a idiot.” 
Whenever a sacred cow of accounting flies 
in the face of common sense and produces 
a demonstrably absurd result, accounting 
is in danger of becoming “a ass, a idiot.” 
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ACCOUNTING FOR DIVIDENDS* 


Epwarp P. SINE 
Columbia University 


SOURCES OF DIVIDENDS 
T oon ARE TWO major problems in 


connection with accounting for cor- 

porate dividends. The first of these 
involves the source of the dividend; the 
second concerns the form or type of divi- 
dend. The chief source of dividends is re- 
tained earnings, as is indicated by the 
definition of a dividend as “an appropri- 
ation of current or accumulated earnings 
with the intent to distribute an equivalent 
amount of enterprise assets among the 
stockholders of a particular class on a pro- 
rata basis.’ This definition would appear 
to preclude dividends other than those 
from retained earnings. However, “the 
law permits the payment of dividends 
from paid-in surplus in the absence of a 
statute or charter provision to the con- 
trary.’ Such a provision is relatively rare 
in state law. In 36 states, dividends may 
be paid out of any surplus “whenever net 
assets exceed the par value of capital 
stock or the sum of the values of the par 
value stock and the stated value of the 
no-par value stock”; 5 states permit pay- 
ments out of paid-in surplus to preferred 
stockholders only; and only 11 states 
restrict the payment of cash dividends to 
profits or retained earnings.* Even this 
latter restriction is less stringent than it 
might seem, since dividends may in many 

* Mr. Sine’s paper “Accounting for Dividends” was 
selected for Honorable Mention in the American Ac- 
counting Association’s 1952 Student Prize Essay 
Contest. 

1 Accountanis’ Handbook Third Edition edited by 
W. A. Paton (New York, The Ronald Press Company, 
1946), p. 1039. 

?Roy B. Kester, Advanced Accounting, Fourth 
Edition (New York, The Ronald Press Company, 
1946), p. 526. 

? Lawrence J. Benninger, “State Law in Regard to 


Paid-In Surplus,” Accountine Review, January, 
1946, pp. 59-60. 


cases be paid out of the earnings of the 
current accounting period, despite an 
impairment of capital.‘ 

Revaluation surplus (that arising from 
unrealized appreciation on asset values) 
is not generally considered to be a legiti- 
mate source of cash dividends, although 
stock dividends may be declared out of 
such surplus in most states.° The American 
Institute of Accountants has held that the 
credit item in an upward revaluation 
should be regarded as part of the capital 
structure, not available for transfer to 
retained earnings; the item should be 
frozen until disposed of, if at all, by means 
of a stock dividend.*® 

In some circumstances, dividends may 
even be paid out of actual capital. This is 
legally permissible in the cases of wasting 
asset dividends, dividends out of reduction 
surplus (capital surplus arising from the 
reduction of capital or the cancellation of 
shares), or dividends declared during 
construction (which, if paid, must come 
from contributed capital, since the cor- 
poration presumably has no other funds 
at the time).? Whenever such dividends 
are paid, or dividends from any source 
other than profits, full disclosure of the 
source and nature of the dividend is 
deemed imperative.*® 

‘Henry Rand Hatfield, Surplus and Dividends 
(Cambridge, Harvard University Press, 1943), p. 24; 
Journal of Accountancy, March, 1948, pp. 257-259. 


5 Accountants’ Handbook, op. cit., p. 1051; Kester, 
a p. 526; Journal of Accountancy, March, 1951, 


® American Institute of Accountants, Accounling 
Research Bulletins (New York, American Institute of 
Accountants, 1939-51), No. 5 (April, 1940), p. 41. 

7 Hatfield, op. cét., p. 44; Donald Kehl, Corporolt 
Dividends (New York, The Ronald Press Company, 
1941), p. 73. 

® Hatfield, op. cit., p. 44; Accountants’ Handbook, 
op. cit., pp. 1040-1041; Accounting Research Bulletin 
No. 11 (September, 1941), p. 103. 
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Accounting for Dividends 


Depending upon the jurisdiction, then, 
dividends may legally be paid out of sur- 
plus (the excess of net assets over legal 
capital), retained earnings (accumulated 
profits), or the profits of the current ac- 
counting period.® In actual practice, the 
charge for cash dividends is made almost 
exclusively to retained earnings.’® Account- 
ing theory frowns upon any dividend 
other than from retained earnings, as the 
accounting definition of dividend cited 
above indicates. The purpose motivating 
this restriction is that “sound accounting 
requires... the drawing of a clear-cut 
distinction between capital contributed to 
the corporation by the stockholders and 
surplus accumulated by the corporation 
as a result of profitable administration of 
resources.’ This distinction is desirable 
because of the basic conceptual difference 
between contributed capital and accumu- 
lated surplus (retained earnings). Capital 
is the “basic fund committed to the enter- 
prise,” while surplus is “legally available 
for dividend appropriations.” 

While all of retained earnings, and in 
some cases even more of the ownership 
equity, are “legally available” for divi- 
dends, the amount practically available is 
generally considerably less. The amount 
shown as retained earnings on the balance 
sheet does not represent a fund of idle 
cash, simply awaiting distribution to its 
rightful owners, the stockholders. In an 
attempt to remedy this understandable 
misconception, the American Institute of 
Accountants advocated the replacement of 
the term “earned surplus’’ by a designation 
such as “retained earnings.’"* While the 

* Accountants’ Handbook, op. cit., p. 1048. 

” American Institute of Accountants, Accounting 
Trends and Techniques in Published Corporate Annual 
Reports (New York, American Institute of Accountants, 
1951 Ed.), p. 140. 

"'W. A. Paton and A. C. Littleton, Am Introduction 


40 Corporate Accounting Standards (Iowa City, Ameri- 


can Accounting Association, 1940), p. 106. 
2 Ibid 


> Accounting Research Bulletin No. 39 (October, 
1949). p. 297. 
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substitute term more accurately indicates 
the source of the item, it is not much of an 
improvement in suggesting the limitations 
on its availability for dividends. A more 
satisfactory caption would be one defi- 
nitely indicating that the retained earnings 
have been used, employed, or reinvested 
in the business. It is encouraging to note 
that such more fully explanatory titles as 
these are appearing more frequently in 
corporate annual reports, although their 
use is still much less common than that 
of the simpler terms “earned surplus” or 
“retained earnings.’’ The American Insti- 
tute of Accountants’ survey of corporate 
reports discloses that of the 525 reports 
studied, 69 of them in 1950 captioned their 
retained earnings item to indicate its use, 
employment, or reinvestment in the busi- 
ness, as compared with only 19 doing so in 
1947.14 

Since “surplus is basically nothing more 
nor less than a part of the stockholders’ 
equity in the total of resources,” it is 
apparent that only a part of it, if any, may 
be considered as truly constituting a 
readily available source of dividend pay- 
ments. But if retained earnings on the 
balance sheet does not accurately indicate 
the amount actually available for divi- 
dends, then what does? The corporation’s 
financial position has been suggested as an 
additional test of the feasibility of divi- 
dend appropriations, but this standard is 
only a restricting factor on the amount 
shown in retained earnings, and not by it- 
self an indication of dividend availability. 
Prudent financial management policy, 
however, suggests another alternative. 
“Management should not appropriate divi- 
dends if the current or prospective finan- 
cial condition of the enterprise does not 
warrant it.’””"” This statement implies that 


Trends and Techniques, op. cit., pp. 
17-18. 
45 Paton and Littleton, of. cit., p. 108. 
16 Accouniants’ Handbook, op. cit., pp. 1028-1029. 
17 Tbid., p. 1046. 
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dividend payment is chiefly determined by 
the current operating condition of the 
corporation, which is in turn closely re- 
lated to the current earnings position of 
the firm. Although there are numerous 
exceptions, it is true that in the majority 
of cases, dividends are based directly upon 
current or recent corporate earnings. In 
fact, as noted above, dividends may in 
some cases be declared even when capital 
is impaired, if the dividend is covered by 
current operating profits; if this procedure 
is disapproved, the same result may be 
achieved through the relatively simple 
process of quasi-reorganization, whereby 
capital is legally reduced by the amount of 
the impairment, and dividends may be 
paid out of any subsequent earnings.” 
Furthermore, a dividend paid out of other 
than current earnings, even if from the 
accumulated profits of past periods, is 
sufficiently unusual and noteworthy to 
warrant special designation. Thus, I would 
suggest that current income, rather than 
retained earnings, be considered the pri- 
mary source of, or amount available for, 
dividends; that dividends generally be 
charged to current income, and only the 
balance of income be carried to retained 
earnings; that retained earnings on the 
balance sheet be so captioned as to indi- 
cate their dedication, to active use, em- 
ployment, or reinvestment in the business; 
and that any dividend in excess of current 
income, or specifically declared from some 
other source, be clearly and fully identified 
as to its source and nature. 


TYPES OF DIVIDENDS 


Dividends are most commonly paid in 
cash, although they also may be paid in 
property, the company’s own securities, 
securities of other companies held by it as 
investments, or scrip. In other words, the 
dividend may represent a distribution of 
corporate assets, the establishment of a 


8 Thid., p. 1047. 
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corporate liability, or merely a transfer 
between proprietorship accounts. Under 
the definition previously cited, only the 
actual distribution of assets would appear 
to qualify as a dividend. 

For dividends in cash, property, or 
securities of other companies, the account- 
ing record is relatively simple and straight- 
forward, involving merely a credit to Divi- 
dends Payable, and a charge to the source 
of the dividend (generally current income 
or retained earnings), upon declaration of 
the dividend. Upon payment, the appro- 
priate asset account is credited, and Divi- 
dends Payable charged. In the case of a 
scrip dividend, a liability account so desig- 
nated would be credited upon payment of 
the scrip. It is obvious that from the 
stockholders’ point of view, there is sub- 
stantially no difference between a cash 
and a scrip dividend, if the scrip is negoti- 
able at no material loss in face value; from 
the point of view of the corporation, how- 
ever, the scrip dividend serves the dual 
purpose of conserving cash resources or 
reinvesting current earnings, while at the 
same time distributing a dividend to stock- 
holders. 

The so-called stock “dividend” is some- 
what of a misleading term, since the stock 
dividend procedure is merely a combina- 
tion of stock split-up and earnings capitali- 
zation, neither of which operation affects 
(a), the character or the amount of the 
enterprise obligation toward the stock- 
holders; (b), the stockholders’ equity; or 
(c), the corporate assets.'® The only true 
stock “dividend” would occur when the 
corporation declared a dividend in stocks 
of other companies held by it as invest- 
ments. Also, a stock dividend payable in 
one class of stock on another might con- 
ceivably represent a true “dividend.” 
Although no corporate assets would be 
distributed, there would be a shift in the 
stockholders’ equity, and a change in the 


Accountants’ Handbook, op. cit., pp. 1043, 1045. 
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Accounting for Dividends 


nature of the corporate obligations toward 
yarious classes of investors. 

The essential feature of a stock dividend 
is the capitalization of surplus.” Since the 
item “retained earnings” on the balance 
sheet frequently represents to a consider- 
able extent earnings that have in fact 
been impounded for use in the business, a 
recognition of that employment of funds 
is not only well justified, but highly de- 
sirable. If the dividend constitutes merely 
a conversion of paid-in surplus into capital 
stock, no accounting problems arise in 
recording the transfer. If it is retained 
earnings that are being capitalized, how- 
ever, there are problems of properly allo- 
cating the retained earnings to the various 
capital accounts. The legal minimum 
amount which may be transferred to legal 
capital is the par or stated value of the 
shares, or such other additional amount 
as may be stipulated by the particular 
corporate charter, state statutes, or regula- 
tory commissions.“ These requirements 
are generally held to be insufficient to 
satisfy proper accounting and corporate 
policy. The American Institute of Account- 
ants has suggested a general method of 
accounting for stock dividends based 
upon the essentially identical nature of the 
capital-stock and capital-surplus ac- 
counts. According to this proposal, not 
only the full amount per share carried in 
the capital-stock account, but also that in 
the capital-surplus account, should be 
maintained upon issuance of the stock 
dividend. This is necessary, of course, if the 
aggregate capital equity per share is to be 
maintained, and is also necessary to pre- 
vent abuses that could easily develop in 
the capitalization of earnings for no-par 
shares. 

The American Institute of Accountants 


* Kester, op. cit., p. 521. 

"H. A. Finney and Herbert E. Miller, Principles o 
Accounting—Intermediate (New York, Prentice-Hall, 
a p. 301; Accounting Research Bulletin No. 11, 
p. 101. 

* Accounting Research Bulletin No. 11. 
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makes further recommendations that are 
less sound and uniformly acceptable. It 
suggests that for regularly recurring stock 
dividends, the amount of retained earnings 
capitalized should not exceed the amount 
of “current income,” lest such dividends be 
interpreted by stockholders as distribu- 
tions im liew of actual current earnings 
which the corporation has decided not to 
distribute as cash dividends. The American 
Institute of Accountants also advises that 
where the market value is “substantially in 
excess” of the amount of capital existing 
prior to the stock dividend, the amount 
charged to retained earnings should bear a 
“reasonable relationship” to the “fair 
market value” of the stock. All of this is 
highly vague and of limited practical use- 
fulness as a guide to proper procedure. 
Furthermore, the matter is largely one of 
financial management, rather than ac- 
counting, policy. The dissenting opinions 
of four members of the committee express 
their dissatisfaction with such superfluous 
elaborations as these points. Mr. J. S. 
Seidman quite preperly takes exception 
to the inclusion of the market value factor 
in what is essentially a book adjustment. 
The American Institute of Accountants’ 
suggestion that the corporation should 
inform its stockholders as to the percent- 
age by which their interests in the corpora- 
tion would be reduced by their disposal of 
the dividend shares is perhaps unneces- 
sary, but the information thus provided 
would be valuable in emphasizing that the 
stock distribution is not a real “dividend” 
to shareholders, and that if the stock- 
holders choose to translate the shares 
they receive into cash, they are thereby 
reducing their investment in the corpora- 
tion. 

Accounting for the stock dividend is in 
accordance with the method of allocation 
determined upon. It has been suggested 
that at the time the dividend is declared, 
Retained Earnings be charged for the 
amount of the dividend, and an Appropri- 
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ated Surplus account be credited. Upon 
payment, Appropriated Surplus would be 
charged, and Capital Stock and Capital 
Surplus credited in appropriate amounts. 
The initial credit is made to a surplus, 
rather than a liability, account, because a 
stock dividend, unlike a cash dividend, 
may be revoked at any time prior to pay- 
ment, and thus does not become a cor- 
porate liability upon declaration.™ This 
line of reasoning would appear to support 
the entire omission of the original entry, 
with a memo entry or a footnote sufficing 
to indicate the declaration of the dividend, 
the charge being made directly to Re- 
tained Earnings at the time of payment. 

Dividends on treasury stock are gener- 
ally not considered proper. At any rate, 
such dividends should not be shown as 
corporate income for the period.” A prob- 
lem may arise when the treasury stock is 
carried on the books of the corporation as 
an asset. Although this is not held to be 
an acceptable accounting procedure, it is 
still practiced by some corporations, and 
their number does not appear to be de- 
creasing.” Furthermore, the group includes 
such well-known and established firms as 
General Motors, General Electric, and 
International Shoe. The ethics involved in 
this procedure are not within the scope of 
this discussion, but it would seem that if 
there is justification for classifying the 
stock as an investment, there is also justi- 
fication for paying dividends on it, 
although the credit for such dividends 
might better be directly to the asset 
account, rather than to income for the 
period. 

The term “liquidating” dividend is 
another which may be somewhat mislead- 
ing. Technically, it represents the return 

% Journal of Accountancy, July, 1949, pp. 84-85. 

% Tbid., p. 85; Kester, op. cét., p. 522; Kehl, op. cét., 
pp. 185-186. 

% Accountants’ Handbook, op. cit. p. 1047; Securities 
and Exchange Commission, Accounting Series Releases 
(Washington, U. S. Government Printing Office, 1948 


Ed.), p. 6. 
% Accounting Trends and Techniques, op. cit., p. 86. 
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of a portion of invested capital, as shown 
on the books of the corporation, and cus- 
tomarily occurs during the partial or com- 
plete liquidation of the affairs of the 
corporation. The term is also applied to a 
wasting-asset dividend, where the dividend 
is paid partly from earnings and partly 
from capital. Since the nature of such a 
venture implies termination of the business 
upon exhaustion of the limited source or 
sources of supply, the maintenance of 
capital by means of a suitable depletion 
charge may not be necessary to a determi- 
nation of the amount of earnings available 
for dividends. In the accounting record of 
a liquidating dividend, the charge is made 
to a special Liquidating Dividends or 
Capital Returned account, which appears 
on the balance sheet as an offset to total 
paid-in capital, thus showing the amount 
of capital returned as well as the amount 
still outstanding. 

In a sense, any dividend is a “liqui- 
dating” dividend, in that it represents a 
return to the stockholder of a portion of 
his total investment. Dividends are cus- 
tomarily not paid until after profits have 
been earned. But as the sales or revenues, 
from which the profit is derived, accrue to 
the corporation, the funds arising there- 
from are put to re-use in the operation of 
the enterprise, and thus represent an 
increase in the stockholders’ investment 
(by the amount of profit subsequently 
shown to have been earned from the cor- 
porate operations). Therefore, any divi- 
dend that is paid represents a diminution 
of the stockholders’ investment as shown 
on the books of the corporation. The im- 
portant consideration here is that the real 
economic gain to the stockholder occurs 
not upon the payment of a dividend, but 
upon the earning of a profit by the cor- 
poration.” 


7 Hatfield, op. cit., p. 48, quoting G. O. May, 
Twenty-Five Years of Accounting Responsibility (New 
York, American Institute Publishing Company, 1936), 
Vol. IT, p. 389. 
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REGIONAL 


REPORT OF THE SUBCOMMITTEE OF THE 
EXECUTIVE COMMITTEE 


the Executive Committee is em- 

powered to give recognition to 
regional activities of the Association and 
lay down the policies and procedures to 
govern the conduct of such activities. 
Your subcommittee, appointed for the 
purpose of exploring and studying the 
matter of regional activities, has met and 
wishes at this time to report to the Execu- 
tive Committee on its consideration of the 
question and to make certain recommenda- 
tions. 


U=« the by-laws of the Association, 


CONSIDERATIONS 


Size of Association and Participation by 
Members in Association A fairs 


Today the Association has approxi- 
mately 4,500 members. The Association is 
not only interested in increasing this num- 
ber and broadening the geographical repre- 
sentation reflected therein, but is even 
more interested in having large numbers 
of its members participate to the fullest 
extent in Association activities. Such par- 
ticipation becomes increasingly difficult to 
attain as the Association becomes larger. 
Accordingly, it is very logical to conclude 
that the Association should provide some 
vehicle whereby members can demonstrate 
and express their interests in Association 
affairs on a regional as well as on a national 
basis. 

The opportunities open to members who 
desire to participate in Association affairs, 
at the present time, is somewhat limited. 
They can read and contribute articles to 
Tue AccounTING REVIEW, and they can 
attend the annual meeting of the Associa- 
tion. As a matter of fact, less than 10% of 
the membership attend the annual meet- 
ing, and it is fair to assume that this low 


MEETINGS 


percentage of attendance is a reflection of 
geographical and economic barriers, not 
lack of membership interest. 

Recognition by the Association of re- 
gional activities can help to overcome this 
disadvantage due to size, and can increase 
members’ participation in Association 
affairs. 


Regional Activities Will Be Organized With 
or Without Association Approval 


The conditions referred to in (1) above 
have already given rise to the development 
of regional activities, with or without 
Association approval, at least in the South- 
east, New England and Southwest. In the 
past these regional activities, principally 
in the form of regional meetings, have 
been conducted on a very high plane and 
have brought credit to the Association. 
However, as such activities become more 
numerous and widespread it is possible 
that some of them may not be of a type 
that will bring credit to the Association 
unless governing policies and procedures 
are laid down by the Executive Committee. 

A statement of Association policy is 
needed in order to guide the officers when 
they are called upon to reply to inquiries 
received from time to time about the con- 
duct of regional meetings. 

It seems quite clear to your subcom- 
mittee that regional activities will continue 
to exist. Accordingly, the question seems 
to be one of whether they should be carried 
on with Association approval and within 
the framework of the Association or 
whether those who feel a need for such ac- 
tivities should be forced to operate apart 
from, and in competition with, the Associ- 
ation. 


Form of Organization for Regional Activities 


Your subcommittee rejects the idea of 
creating chapters of the American Ac- 
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counting Association. We see no need for 
regional organizations, regional officers, 
regional publications, etc. We believe it is 
in the best interests of the Association to 
continue to operate on a national basis. In 
other words, the Association should not 
actively promote, organize or sponsor in 
an operating sense any regional activities; 
the interest in regional meetings should be 
a natural one that springs from within an 
area and is not motivated by the Associ- 
ation. 

Among other things, the Executive 
Committee should, in our opinion, define 
geographical areas as regions in order to 
minimize or prevent overlapping of area 
activities. Such a definition of regions by 
the Executive Committee should be sug- 
gestive, rather than directive, in nature 
and experience may show that regions will 
have to be redefined from time to time. 

One possible weakness of a regional plan 
should be avoided at all costs, namely, the 
possibility that the organizers of regional 
meetings may look to the Association for 
more than a nominal amount of financial 
backing and assistance. 

Unless the enthusiasm for a regional 
meeting is sufficiently great to warrant 
making that meeting financially self-sup- 
porting, the need for such a meeting is 
rather dubious. 


Recommendations 


1. The Executive Committee should 
make known by publication in THE 
ACCOUNTING REVIEW, or by other means, 
the Association’s interest in and willing- 
ness to co-operate with regional groups in 
the conduct of activities within that region. 

2. Regional groups should be allowed to 
refer to themselves as a regional group of 
the American Accounting Association. In 


recognition of this privilege, a regional 
group should advise the Executive Com. 
mittee of the Association of its plans for 
meetings, etc. 

3. The Association should stand ready 
to assist the regional groups in planning 
their meetings, and should encourage its 
officers to take part in the regional pro- 
grams to the extent that is deemed proper 
by the Executive Committee. 

4. Financial assistance to _ regional 
groups should be granted by the Associ- 
ation, if requested, but the amount of such 
assistance should be nominal. 

5. The Association should strongly 
recommend that regional groups do not 
have dues, publications, or other proce- 
dures that might lead to the development 
of organizations similar to and within the 
over-all framework of the Association. 
Regional groups shall not have regional 
officers but the administration of the 
affairs of any regional group will be carried 
out by a regional committee nominated by 
the regional group and appointed by the 
President of the American Accounting 
Association. Regional Committees thus 
nominated and appointed will be listed 
among the Committees of the Association. 

6. The Association should recommend 
the following geographical division of the 
country into regions: 


New England Region 
Southeastern Region 
Mountain States Region 
Pacific Coast Region 
Middle Atlantic Region 
Midwest Region 
Southwestern Region 


Subcommittee on Regional Meetings 
RICHARD CLAIRE, Chairman 
S. PAuL GARNER 
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ANNUAL REGIONAL MEETINGS IN 


THE SOUTHERN SECTION 


S. PAUL GARNER 
Professor, University of Alabama 


holding meetings annually in the 

Spring for the past four years. These 
meetings have been attended by varying 
numbers of members of the Association 
ranging from about 80 to 125. It is esti- 
mated that approximately 25 or 30 of these 
people have attended each of the meetings. 
This means that about 250 or more differ- 
ent members have attended one or more 
of these meetings. Only a small number of 
these 250 have ever attended any national 
meeting of the Association. The regional 
meeting therefore has been the only clear 
cut and possible way in which these 
people have been able to exchange views 
and participate in Association activities. 

The regional committee each year has 
purposely selected and put on the pro- 
grams members who have not had an 
opportunity to appear on the national 
convention program. About 80 different 
people have appeared on the program in 
one way or another. While many of the 
sessions have been organized and con- 
ducted along the lines of panels or round 
tables about two dozen prepared papers 
have been presented. A good number of 
these papers have been published in THE 
AccountiInG Review and in other 
periodicals. 

These meetings have been arranged 
along the following lines: All day Friday 
is devoted to papers and round-tables. 
Friday evening is given over to a banquet 
after which an invited guest speaks on 
some topic of current interest. These 
speakers have included national presidents 
of the Association and officers of the 
American Institute of Accountants. The 
meetings have been continued on Saturday 
morning and adjournment follows at noon. 
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Many who have attended these meetings 
have expressed the conviction that they 
learned more about the activities of the 
Association than they would possibly 
have obtained in any other way. They 
have also had the opportunity of meeting 
fellow members in that part of the country 
and of visiting with accounting staff 
members at the host institutions. Each of 
the meetings thus far has been held at a 
different place, usually on the campus of 
the host university. Printed programs have 
been mailed out in advance of the meetings. 

The planning of the meetings is lodged 
in the hands of a five-man committee ap- 
pointed by the national president of the 
Association. The regional group each year 
makes recommendations to the national 
president as to qualified and interested 
persons for this planning committee. There 
are no dues or other formalities associated 
with this activity. The national Associa- 
tion has contributed a small sum each year 
to help defray postage and printing. 

Attendance at the meetings has been 
open to the general public, including 
students and faculty members at the host 
institution. Several score persons have 
participated in the sessions who are not 
members of the Association; these people 
have gained an insight into the program 
and activities of the Association which 
should have lasting benefits. 

The Southeastern Section group plans 
definitely to continue this type of activity 
in the future. The next meeting will be 
held in conjunction with the national 
meeting of the Association at Chapel Hill, 
North Carolina, in September 1953. The 
University of Florida has extended an in- 
vitation for the 1954 meeting; acceptance 
of this invitation is assured. 
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THE RELATION OF LAW AND ECONOM. 
ICS TO THE MEASUREMENT 
OF INCOME* 


ArtTHuR H. DEAN 
Pariner, Sullivan & Cromwell 


me as a practising lawyer to have this 

opportunity of addressing the mem- 
bers of the American Accounting Associa- 
tion, who are not often, I imagine, on the 
receiving end of talks from lawyers. The 
title originally proposed for the subject on 
which I was asked to talk to you was “The 
Respective Influences of Law and Eco- 
nomics in the Measurement of Income.” 
Having majored in economics under the 
late Allan Young and taken several courses 
under one of your members, Donald 
English, and then studied law and worked 
with economists, bankers and accountants, 
I will not be caught attempting to measure 
the “influences” of my two loves, law and 
economics—at least not in public; and I 
will certainly not display my ignorance 
before W. A. Paton, who doesn’t think 
much of lawyers’, or New York lawyers’, 
knowledge of accounting. 

Then further, is “respective” entirely 
accurate? For the operation of law and 
economics in connection with income is 
often joint rather than several. Also in 
what sense are we using the word “‘in- 
fluence”? Does that suggest insensible 
influence or a Jack of authority on the part 
of law and economics? Does it mean that 
the persons who measure income may 
seemingly listen to what law and econom- 
ics may have to say on the subject, and 
then be perfectly free to be influenced or 
not to be influenced, as they may choose? 


[ Is a great pleasure and privilege for 


* This paper was presented at the annual meeting 
of the American Accounting Association, Minneapolis, 
September 5, 1952. 


Statute law, Common law, legal deci- 
sions and eccnomics are the ultimate 
authorities on income. They lay down the 
requirements. Their requirements may 
sometimes appear to the average man like 
the riddle of the Sphinx. But those who 
fail to discover the correct solution to the 
riddle and to meet these requirements, do 
so at their peril. 

Therefore, I have chosen to talk to you 
about the relation—rather than the in- 
fluences—of law and economics to the 
measurement of income. 

In every organized society, and espe- 
cially in our present-day civilization, peo- 
ple are constantly concerned with ascer- 
taining the size or extent of their income. 
This is true both of the individual and of 
the nation and also of every business and 
other entity within society. 

A few years ago the Study Group on 
Business Income sponsored by the Ameri- 
can Institute of Accountants published 
several monographs upon the nature of 
business income, one of them having been 
prepared by an accountant, one by a 
lawyer and four by economists, in which 
the relative viewpoints of the accountant, 
the lawyer, and the economist in deter- 
mining income for business purposes are 
set forth. 

But what is income? And why do we 
want to measure it? And what do we 
measure it in or by? And for what period? 
How do you allocate expenditure made in 
one period which will earn revenue in 
another? And is the Dollar a measuring 
unit? 
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CONCEPT OF INCOME 

Some people will tell you that income is 
merely a matter of definition. And that 
what isn’t capital is income and vice 
yersa, but that capital gain is not income; 
that the important thing for the account- 
ant is to decide what method he wants to 
employ in measuring income and then to 
define income to suit his method. Others 
will tell you that income is merely an 
accounting expression used to denote the 
mathematical result obtained from apply- 
ing certain “generally accepted” conven- 
tions or accounting procedures to a 
selected set of figures. The accountant will 
tell you that expert opinion and judgment 
enter in but, nevertheless, subjective 
judgment is carefully restricted by gener- 
ally accepted accounting principles con- 
sistently maintained and that conserv- 
atism must prevail. While in an era of 
falling prices this results in an economic 
understatement of income, in an era of 
rising prices “conservatism” may result in 
an overstatement on income. An economist 
will tell you that a year’s income is, 
fundamentally, the amount of wealth 
that a person, real or corporate, can dispose 
of over the course of the year and remain 
as well off at the end of the year as at the 
beginning. 

Those who undertake to measure income 
have no precise authority to determine 
what income is. That is the province of 
economics and, to a lesser extent, of law. 
By “economics” I do not mean simply the 
more or less accepted theories of persons 
who term themselves economists; rather I 
have reference to the practical realities of 
the social, political and business world— 
what we might describe as material pros- 
perity or lack of prosperity and the various 
degrees thereof. By “law” I do not mean 
simply statutes or regulations which at- 
tempt to define or to lay down rvles for 
determining income, but rather judicial or 
authoritative interpretations of concepts 
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of income as employed by the various 
members of society in their legal relations 
with one another. 

Concepts of income, while they may 
vary considerably in the minds of different 
persons or for different purposes as to the 
scope, have certain universal uniformities. 
The term “income” is universally associ- 
ated with the idea of economic welfare— 
not just money, but rather the command 
which, through money as a medium of 
exchange, may be exercised over economic 
goods and services, or, in other words, 
wealth. But the concept of income does 
not embrace all wealth. It is associated, 
again universally, only with one of two 
classes of wealth, the other class being 
capital. And in New England at least, 
with morals. 


PURPOSES OF MEASURING INCOME 


Why do people want to measure income? 
The basic reasons are again related to 
economics and to law. First, by measuring 
income they expect to obtain information 
as to economic progress. Secondly, they 
want to measure income in order to know 
what they may presently spend or con- 
sume without encroaching on their capital 
and impairing their future well-being or the 
future well-being of the next generation. 
Thirdly, having made references to the 
term ‘‘income”’ in their legal relations with 
one another for various purposes, they find 
it necessary to measure income in order to 
determine and enforce their respective 
rights and obligations. 


SHOULD ADJUSTMENT BE MADE FOR CHANGE 
IN THE STANDARD OF MEASURE? 


To measure economic progress or to 
compare the worth of goods and services 
produced during any given period of time 
with the cost of such production in terms of 
goods and services consumed, it is neces- 
sary to express the many different types of 
economic goods, which comprise our 
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wealth, in terms of a common denomi- 
nator. The most logical common denomi- 
nator is naturally the medium of ex- 
change; and thus the monetary unit, in 
our case the Dollar, has become the com- 
mon standard of measure of economic 
values. 

But a standard of measure assumes 
constancy; and the dominant question 
today in measuring income is whether 
adjustment should be made for changes in 
our standard, i.e., changes in the purchas- 
ing power of the Dollar. During the past 
twelve years or more the Dollar has been 
almost continuously shrinking in value. 
Today the Dollar represents less than half 
the economic value which it represented in 
1939.! Yet today in measuring income—in 
determining the cost of economic goods 
consumed in producing today’s products— 
accountants are using, without any ad- 
justment for change in the value, old 
Dollar measurements taken twelve or 
more years ago. 

I know you are all keenly aware of the 
problem thus presented. I read with great 
interest the statement on this subject 
issued by your Association about a year 
ago.” 

I think you presented the issue very 
clearly. Your conclusions as to corporate 
financial statements were fine. But I 
should like to see you go further and ex- 
press views on the measurement of income 


1 According to statistics published by the U.S. De- 
a vangpe of Commerce the purchasing power of the 

ollar, as measured by wholesale prices, in June, 1952, 
was approximately 47% of what it had been during 
the period 1935 through 1939; as measured by the con- 
sumer price index, approximately 53%; and as meas- 
ured by retail food prices, approximately 43%. As 
measured by construction costs, according to the De- 
partment of Commerce composite index of construction 
costs, the Dollar today is worth approximately 42% 
of what it was in 1939. (The Department of Commerce 
composite construction cost index for June 1952 was 
reported at approximately 121% of the 1947-49 aver- 
age, which in turn was approximately 202% of the 
1939 average.) 

2 “Price Level Changes and Financial Statements, 
Supplementary Statement No. 2.” 


for such other legal and economic purposes 
as taxation, price regulation, etc. 

I would comment, however, on one or 
two particular thoughts expressed in the 
course of your “Supplementary Statement 

In the “Introduction” you said that 
accountants who opposed modification of 
the convention which ignores change in the 
value of the monetary unit contend that 
the conventional treatment is deep-rooted 
not only in accounting practice but “in 
law.” I appreciate that you were there 
citing only a convention of some account- 
ants; but in the discussion of the question 
of modification of the accounting practice 
of using historical Dollar costs without ad- 
justment for change in the value of the 
Dollar, you say that a complete and abrupt 
shift is believed to be both inappropriate 
and impractical and you cite among the 
reasons: 

“1. A vast body of common and statutory law 
and legal precedent, innumerable contractual and 
business relationships, and many regulatory pro- 
visions are presently founded on existing account- 
ing practices.” 


But does the accounting practice of 
ignoring change in the value of the Dollar 
have any foundation in law at all? In- 
numerable legal relationships have been 
founded on the expectation and hope that 
the Dollar would have a relatively con- 
stant purchasing power. They are not 
founded on the accounting convention 
which makes such assumption. The ac- 
counting convention was accepted for 
various legal purposes because of such 
expectation as to the stability of money. 
When that expectation ceases to exist, 
what foundation is there left for the ac- 
counting convention? 

You suggest that, because we are ac- 
customed to using this accounting con- 
vention in determining income for legal 
purposes, it would cause confusion in legal 
relations to abandon it now. In this con- 
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nection I might say that I have heard 
some people argue that proper adjustment 
for currency debasement would require 
measuring not only change in the purchas- 
ing power of the Dollar, but also the 
extent to which technological improve- 
ments would in the case of a stable dollar 
have naturally caused prices to decline; 
and that this would add to the confusion. 
Others warn that departure from conven- 
tional accounting practices might check 
sales expansion, saying that if public 
utilities, for example, were allowed to 
compute depreciation deductions on the 
basis of current costs they would be en- 
titled under the law to rate increases 
which might react to cause a falling-off of 
sales. I leave it to you to judge the validity 
of such arguments. But I suggest that the 
fears of legal and economic confusion 
which might result from making our 
measurements of income more accurate 
and more in accord with realities are 
probably exaggerated. 

To protect against possible depreciation 
of the currency, many legal instruments 
prior to 1933 contained so-called “gold 
clauses.” When it was found in the early 
1930’s that the Dollar had substantially 
appreciated in value, “gold clauses” were 
abruptly abolished by Congressional ac- 
tion. Most of the other leading commercial 
nations had gone off the gold standard. 
Gold could not be shipped or traded in 
easily, if at all. Holding or trading in gold 
was prohibited. Our abandonment of the 
gold standard was then done in the inter- 
ests of maintaining a stable purchasing 
power for the Dollar as a standard of 
measure used in legal relationships. True, 
it caused some confusion, but probably 
not as great confusion as would have 
resulted if debtors had to pay gold or its 
equivalent in a time of world-wide de- 
pression and thus wipe out or impair stock 
equities. It can I think be argued that 
immediate action today in adopting a 


stable standard of measure for accounting 
purposes would not necessarily cause un- 
due confusion. 

But let me return to the subject of law 
and economics in the measurement of 
income as it applies to this question 
whether reform is needed in respect to the 
accounting practice of ignoring change in 
the value of the monetary unit. 

The assumption of constancy in the 
value of the Dollar or the Pound or the 
Franc as a standard of measure is ad- 
mittedly contrary to fact; and, if we are 
to consider absolute constancy from year 
to year, it was always contrary to fact. 
Why then did law and economics ever 
tolerate accountants’ using the Dollar, 
Pound or Franc as a standard of measuring 
income? 

The answer is not too difficult to assign. 
At the time such accounting practice was 
adopted the assumption of constancy in 
the value of the monetary units of the 
leading nations of the Western World was 
not so far away from fact that the inac- 
curacies in the measurement of income 
thereby resulting were regarded as serious. 
And the enormous every day convenience 
of such an accounting practice was 
obvious. 


ECONOMIC INACCURACY OF CON- 
VENTIONAL ACCOUNTING 


The degree of economic inaccuracy in 
measuring income caused by omission to 
adjust for changes in the value of the 
monetary unit varies under different 
monetary conditions. 

In the case of price levels fluctuating, 
that is, both upwards and downwards, 
during the course of the average business 
cycle, say, seven years, and where such 
fluctuations in either direction are not 
excessive—according to Keynes such fluc- 
tuations were not more than 20% in 
either direction in England from 1826 to 
1914—omission of adjustments for changes 
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in the value of the monetary unit should 
cause little or no long-term inaccuracies 
in the measurement of income and not too 
great short-term inaccuracies. In such cir- 
cumstances the convenience of the ac- 
counting practice of treating the national 
monetary unit as though it were an un- 
changing standard of measure probably 
outweighs its defects. 

In the case of a permanent change in 
prices from one level of relative stability 
to another—such as theoretically might be 
expected to occur in the case of a single 
devaluation of a nation’s currency in 
terms of gold, followed by the establish- 
ment of price stability at a new plateau 
above the average long-term level which 
prevailed prior to devaluation—failure to 
restate old costs in terms of the new de- 
valued monetary unit would certainly 
initially cause substantial economic inac- 
curacy in the measurement of income. 
But this would diminish in course of time 
if the new price level were maintained over 
any appreciable period. 

I appreciate, of course, that our devalua- 
tion of the Dollar in 1933 was intended, or 
was avowedly undertaken, to restore the 
prior price level which had existed in the 
1920’s; and, in fact, it was not until about 
1942 that such objective was achieved 
(as judged from the Bureau of Labor 
Statistics’ index of wholesale commodity 
prices). In our case, the economic inac- 
curacies in the measurement of income did 
not become serious until after 1942. 

But the promises of new stability of 
price levels following a devaluation of the 
monetary unit are too often vain. Too 
often the initial official devaluation is 
followed by a progressive enlargement of 
the money supply beyond the actual needs 
of trade. Whether such enlargement of the 
money supply is linked with financing 
government deficit or is occasioned by 
political pressure from debtors or is under- 
taken as a deliberate policy honestly be- 
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lieved to prevent economic depressions and 
maintain full employment, the result jg 
progressive currency inflation. 

In the case of progressive currency in. 
flation of the so-called mild type, such as 
we have been experiencing in the United 
States for the past twelve or more years, 
upward price changes are gradual. They 
apparently merit the approval of such a 
worthy authority as Sumner Slichter of 
Harvard, though Andrew D. White, Paul 
Douglas and others have clearly outlined 
the dangers. Because inflation is gradual, 
the economic inaccuracy in the measure- 
ment of income resulting from failure to 
adjust for the declining value of the mone- 
tary unit is sometimes thought to be not 
too serious, like cutting off a little bit of 
the dog’s tail every day. But, even though 
progressive inflation is “controlled” and 
gradual, the inaccuracies in the measure- 
ment of income grow each year as the 
accountants continue to ignore the fact 
that their assumed standard of measure is 
progressively shrinking. A price rise of 
only 5% a year, compounded, means a 
rise of about 70% in ten years or about 
100% in fourteen years. Because, as you 
all know, historical costs on which depre- 
ciation charges are based may frequently 
date back well beyond ten years— 
private estimates, I understand, indicate 
that at least half of existing plant in the 
United States is more than twenty-years 
old—this can mean very serious distortion 
in the measurement of income. And this 
is not merely a matter of prognostication, 
but is a condition presently existing today; 
for, as previously noted, according to the 
Department of Commerce construction 
cost index, it takes approximately $2.40 
today to equal $1.00 in 1939. 


SERIOUSNESS OF THE ECONOMIC 
INACCURACIES 


How are such inaccuracies in the meas- 
urement of income to be judged in the 
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light of the purposes for which people seek 
to measure income? 
Let me repeat these purposes: 


(1) to obtain information on economic 
progress; 

(2) to ascertain what they may pres- 
ently spend in consumption without 
impairing their future well-being; 
and 

(3) to determine property rights and 
obligations as between and among 
the different members of society, 
including distribution of the burden 
of taxation. 


These are all matters of economics or 
law or mixed matters of economics and 
law. 

The inaccuracies in the measurement of 
income caused by a continuation of present 
accounting practices in times of progres- 
sive currency inflation may be less in 
some situations than in others—depend- 
ing, for example, on the nature, amount 
and age of fixed capital employed. Or, 
even though in a substantial degree, the 
inaccuracy may be less serious in some 
situations than in others—depending on 
the purposes for which the measurement is 
being made. It would be impossible here 
to review the many situations in which 
inaccuracies in the measurement of income 
affect the legal and economic purposes for 
which income is measured. But I should 
like to review with you briefly a few 
sample situations. 

Consider the case of the individual who 
has no capital whatever, who simply earns 
a salary and who currently spends all that 
he earns. For the economic purpose of 
being informed as to what progress he is 
making, it is only if he compares his earn- 
ings in the current year with those of 
earlier years that any adjustment need be 
made for change in the value of the Dollar. 
His Dollar buys less. But for the further 
economic purpose of ascertaining what he 
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may presently spend without impairing 
his future well-being, such an individual 
should likewise have little or no problem 
created by conventional accounting’s prac- 
tice of ignoring changes in the value of the 
monetary unit. 

For the mixed legal and economic pur- 
pose of taxation no inaccuracy results in 
the measurement of his taxable income, 
because in his case all his revenue is income 
and there is no need to distinguish any 
portion thereof as a return of capital. 
From the tax standpoint the unfortunate 
inconvenience which results to such a 
taxpayer is from inflation, not from ac- 
counting’s failure to restate historical cost 
in terms of current Dollars. Such incon- 
venience is that (if he is not a pensioner or 
member of a fixed income group) each year 
his income growing in current Dollars 
keeps moving wpwards into higher tax 
brackets so that taxes take an increasingly 
larger share of his economic income. 

The next case I would have you consider 
is that of the individual who earns a 
salary and who saves a portion thereof, 
dividing it into three parts and investing 
it, respectively, in (1) a home, (2) Govern- 
ment bonds, and (3) shares of stock in an 
industrial corporation. By saving he has 
acquired capital, and therefore he is cur- 
rently or at least from time to time faced 
with the problem of measuring what 
portion of his revenue constitutes a return 
of his capital investment and what con- 
stitutes income. 

If this individual sells his home he has 
the problem of determining whether he 
has a gain or loss on the sale. Failure to 
adjust his monetary cost for the home to 
reflect the decline in the purchasing power 
of the Dollar, or, in other words, failure to 
restate such historical cost in terms of cur- 
rent Dollars, will cause a serious overstate- 
ment of his gain or a serious understate- 
ment of his loss. Not only is this of eco- 

nomic interest to him, it is also, if a re- 
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ported gain is involved, of legal signifi- 
cance; for, if the Government insists that 
he report as taxable income the gain on his 
sale of his home as measured by present 
accounting practices, when it would take 
the entire sales’ proceeds to acquire an- 
other comparable home, he is being taxed 
on what is really a part of his economic 
capital; and this is so even though his cur- 
rent savings out of his salary should 
be sufficient to discharge such capital 
levy. 

As to the individual’s investment in 
Government bonds, if he treats the in- 
terest entirely as income, which he is com- 
pelled to do for tax purposes, without 
making any provision for amortizing the 
loss in economic value of the principal due 
to progressive decline in the value of the 
Dollar, the individual is confusing his real 
income with capital. Therefore, the second 
economic purpose of measuring income, 
i.e., that of ascertaining what the indi- 
vidual may presently spend without im- 
pairing his future well-being, is at least 
partially defeated. 

With regard to the individual’s invest- 
ment in shares of stock in an industrial 
corporation, present accounting practices 
may cause the same inaccuracies in deter- 
mining gain or loss on their sale as in the 
case of his home; and as to dividends 
which he receives it is possible that a 
portion thereof may represent a return of 
economic capital, depending on how much 
of the reported earnings of the corporation 
are distributed in dividends and to what 
extent present accounting practices may 
have caused an economic overstatement of 
the corporation’s reported earnings. 

Now let us consider the case of the 
ordinary business entity engaged in the 
production of goods, such as an industrial 
corporation. Among the legal and eco- 
nomic purposes for which such a business 
measures its income, or for which it retains 
accountants to measure its income, are: 
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(a) to assure compliance with statutory 
restrictions on the payment of 
dividends (in the case of a corpora- 
tion) ; 

(b) to inform stockholders and other 
investors or prospective investors as 
to the desirability of its securities 
as an investment; 

(c) to measure taxes; and 

(d) to provide a guide for management 
and potential investors. 


As to statutory restrictions on the pay- 
ment of dividends, the legal and economic 
purposes are primarily protection of 
creditors. Because the corporate form of 
organization ordinarily protects investors 
in a business from personal liability for its 
debts, leaving creditors with recourse only 
against the assets belonging to the corpo- 
rate entity, statutes have been enacted in 
most jurisdictions designed to prevent 
corporate stockholders from taking undue 
advantage of their limited personal lia- 
bility by withdrawing from the corpora- 
tion assets which the creditors had been 
given to believe should serve as security 
for their advances. These statutes gener- 
ally prohibit distributions to stockholders 
which impair “capital’’ or “stated capital.” 

The term “capital” as used in these 
statutes has ordinarily been interpreted 
to have a special technical meaning, 
namely, the amount of money which has 
been specified in the corporation’s charter 
or allocated by the Board of Directors as 
its “capital.” Such specification of money 
capital is intended to advise creditors of 
the amount of margin which they may 
expect to secure their claims against the 
hazards of the business. It may then be 
asked: Is the legal or economic purpose of 
those statutes adversely affected by eco- 
nomic inaccuracies in the measurement of 
income which result from failure to adjust 
for changes in the value of the Dollar? 
So long as the claims of the creditors are 
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measured merely in dollars, as is ordinarily 
the case under our present laws, continu- 
ance of the practice of measuring “capital” 
in like manner for the purpose of statutes 
restricting the payment of dividends would 
seem to be justified. 

As to informing stockholders, investors 
and labor, the economic inaccuracies in 
the measurement of income caused by 
failure to adjust for decline in the value of 
the Dollar undoubtedly limit the useful- 
ness of the income statements issued by the 
corporation. It has, however, been ques- 
tioned whether accounting reform de- 
signed to remedy this situation might not 
result in a loss of some of the alleged uni- 
formity in accounting practices which 
had been achieved over the years and 
which, it is believed by many, enable 
stockholders and investors the better to 
ascertain the relative economic progress of 
one corporation as compared with another, 
though the area of opinion is wide in non- 
regulated industries as to what should be 
expensed and what should be capitalized. 

The Securities and Exchange Commis- 
sion apparently is of this view and has so 
far declined to approve any change in ac- 
counting practices which would depart 
from the use of historical monetary costs 
in the measurement of income for the pur- 
pose of the principal financial statements 
which corporations subject to statutes ad- 
ministered by the SEC are required to 
publish. 

However, the SEC has indicated, at 
least informally, that it would not be 
opposed to corporations’ publishing in 
addition to their principal financial state- 
ments, based on present accounting prac- 
tices, additional supplementary informa- 
tion which should endeavor to show the 
effect on the measurement of income, and 
I believe also on asset values, of recog- 
nizing change in the value of the Dollar. 

As to taxation, the economic and legal 
objectives of measuring taxes by income 


are much the same in the case of curpora- 
tions as in the case of individuals. Among 
those objectives are (a) avoidance of such 
heavy burdens as will impair future 
productivity, and (b) equitable distribu- 
tion of the tax burden. The accomplish- 
ment of these objectives is restricted by 
economic inaccuracies in the ineasurement 
of income. 

Future productivity depends primarily 
on economic capital. When I say “pri- 
marily,” I do not. mean to belittle the 
human contribution in the form of physi- 
cal and mental efforts and inventions; but 
those efforts by themselves alone could not 
support anything like the standards of 
living we are accustomed to; and the pro- 
ductivity of those efforts is multiplied 
many times by economic capital—i.e., 
plant and equipment, raw materials, a 
fund of purchasing power to serve as a 
medium of exchange and, among other 
things, to advance to the individuals em- 
ployed in productive enterprises com- 
pensation for their services pending the 
manufacture and prior to the marketing of 
the products. When in measuring income 
for tax purposes one fails to adjust 
historical costs to reflect subsequent de- 
cline in the value of the monetary unit, a 
portion of this economic capital is thereby 
reported as income and the resulting tax 
thereby becomes in part a capital levy. 

Equitable distribution of the tax burden 
requires equality of treatment of the vari- 
ous members of society. If the Government 
really must resort to capital levies, such 
levies should be made according to some 
principle of equality and fairness. But 
the capital levies resulting from measuring 
income without adjustment of historical 
costs for monetary change are haphazard. 
They are greater in the case of some tax- 
payers than in the case of others, depend- 
ing upon the nature of the business, the 
amount of economic capital employed, the 
type of assets by which that capital is 
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represented, the date of their acquisition 
and many other factors, including election 
of the accounting method, LIFO or FIFO, 
applied in respect of inventories—none of 
which factors is directly related to the size 
of the taxpayer’s economic income or his 
ability to pay without encroaching on 
economic capital. 

It may indeed be said that the economic 
inaccuracies in the measurement of income 
which result from conventional account- 
ing’s failure to adjust to conditions of pro- 
gressive inflation violate at least the spirit 
of the Sixteenth Amendment to the United 
States Constitution. This we should not 
forget permits the Federal Government to 
impose only income taxes—not capital 
taxes—without apportionment among the 
several States. However, it may take time 
for our thinking on these matters to crys- 
tallize sufficiently that the courts will be 
constrained to intervene. 

As to the purpose of measuring income 
in order to afford a guide to management, 
this purpose has certainly been impaired 
by failure to adjust for changes in the 
value of the monetary unit. Management 
is generally aware of the economic under- 
statement occasioned by the continued 
use of old accounting practices which 
assume price stability. They realize that 
they cannot distribute in dividends all of 
their reported income and still stay in 
business. It has long been the practice of 
corporations in the United States to 
finance a part of their expansion by re- 
tention of earnings. Now they find it 
necessary to retain a much larger portion 
of reported earnings because part is needed 
to finance replacements not covered by 
the depreciation account. According to 
Department of Commerce figures, all cor- 
porations in the United States in the aggre- 
gate distributed approximately 70% of 
their reported net income during the period 
1922 through 1929, but since 1945 they 
have distributed less than 40% of their 
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reported net income. (An exception is the 
case of utilities which I shall talk about 
later.) 

As a guide to pricing, some people 
contend that management has never con- 
sidered accounting’s measurement of in. 
come. Certainly, as far as industrial cor. 
porations are concerned and in the absence 
of price controls, management takes some 
notice of the decline in the purchasing 
power of the Dollar in pricing its products, 
although conventional accounting does 
not. 

Another indication of management's 
awareness of the economic shortcomings of 
conventional accounting’s measurement of 
costs entering into the measuring of in- 
come is indicated by the increasing use of 
LIFO in respect of inventories; the in- 
creasing use of accelerated depreciation in 
respect of fixed assets for corporate pur- 
poses, although not generally recognized 
for tax purposes except in the case of 
certified emergency facilities; and the 
fact that the leasing of new and up-to-date 
equipment of all kinds has greatly in- 
creased during recent years. The increase 
in leasing of equipment may be attributed 
largely to the fact that rental payments 
are recognized as full deductions in com- 
puting income, both for tax purposes and 
otherwise, their annual amount is more 
nearly in accord with the economic value 
of capital consumed than are deductions 
for depreciation based on historical cost, 
and the users get the latest models, current 
servicing, et cetera. 

Still another sample situation which I 
would have you consider in connection 
with the relation of law and economics to 
the measurement of income, and in con- 
nection with the question whether con- 
ventional accounting is under present-day 
conditions meeting the requirements of 
law and economics, is the case of public 
utility operating companies. In such case 
not only are present all of the economic 
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and legal purposes for measuring income 
which exist in the case of the industrial 
corporation, but there is the further pur- 
pose of regulation of rates—i.e., the prices 
which the public utility companies may 
charge for their gas, electric power, tele- 
phone service or other products. The laws 
enacted with respect to such regulation 
generally provide that the rates shall be 
“reasonable” or shall be such as to afford 
a fair return on the property devoted to 
public service. It is in determining what is 
a “fair return” that the measurement of 
income is involved. 

In general it may be said that the eco- 
nomic and legal purposes of rate regulation 
in the case of public utility companies 
arise from the economic fact that in most 
instances each utility company has an 
exclusive territorial franchise or permit as 
the sole source of supply of a particular 
service in a particular geographical area. 
Although there may be competition from 
susbtitutes, it is ordinarily assumed that 
the prices which the utility company may 
charge for its services are not controlled 
by as effective conditions of competitive 
supply and demand as are the prices at 
which the average industrial business 
enterprise markets its products. The regu- 
lation of the utility company’s rates is in- 
tended to supply a substitute for the com- 
petitive conditions which prevail in those 
other fields of production. 

Although the income of the average in- 
dustrial corporation today continues to be 
measured, under conventional accounting 
practices, without adjustment for mone- 
tary inflation in applying historical costs 
(including cost of inventories, if on FIFO), 
and consequently the reported income is 
overstated in economic terms, the average 
industrial corporation nevertheless has 
generally been able to make such adjust- 
ment when pricing its products. And, as 
previously observed, the industrial corpo- 
ration has generally been able to increase 
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its reported income sufficiently to permit 
reinvestment of a substantial portion 
thereof as an offset to the inadequacy of 
its book or accounting provisions for 
capital exhaustion. In contrast, the utility 
companies have had to pay out sub- 
stantially all of their earnings in order to 
attract additional equity capital. To allow 
utility companies to provide for their 
capital exhaustion in such manner as the 
industrial corporations have done would 
mean that the reported return, as meas- 
ured under present accounting practices, 
on their investment would have to be well 
above the percentage of earnings to invest- 
ment which is generally regarded as rea- 
sonable. 

Public utility commissions, therefore, 
have during the past decade of progressive 
currency inflation refused to allow the 
utility companies rate increases compara- 
ble to the rise of prices in other fields of 
production or increases to which the 
utilities would be entitled if the funda- 
mental reason for rate regulation of public 
utilities were carried out—namely, to sup- 
ply a substitute for competitive conditions 
which prevail in other fields of productive 
enterprise. 

If, on the other hand, the economic in- 
come and economic capital of utility 
companies were accurately measured, it 
would readily be seen that the present 
return of most utility companies today is 
unreasonably low; that rate increases are 
needed to afford a reasonable ratio of 
earnings to investment and, indeed, to 
maintain their economic capital intact and 
to maintain and indeed improve service. 
For failure to adjust historical costs for 
decline in the value of the Dollar may well 
be forcing utilities to raise new capital not 
merely for expansion but for replacement 
of existing facilities; and this, from the 
economic standpoint, is “‘deficit financ- 
ing.” This may eventually force municipal 
or government ownership or even aban- 
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donment of a portion of the facilities as in 
the case of commuter railroads. 

You may then ask why have public 
utility commissions in most jurisdictions 
insisted on measuring capital investment 
and the exhaustion of capital, in measuring 
income, on the basis of historical original 
costs. The answer appears to be that they 
have interpreted the pronouncements of 
the U. S. Supreme Court in the Hope 
Natural Gas case in 1944 as approving such 
conventional accounting practice. In the 
long controversy between historical costs 
and replacement costs the Hope case has 
been looked upon as a final victory for 
historical costs. However, I would call 
your attention to the fact that the Hope 
case was concerned with the years 1939, 
1940, 1941 and 1942, which was before the 
gradual progressive inflation of the cur- 
rency which we have been experiencing 
during the past decade had really gotten 
under way and hence before the economic 
inaccuracies in the measurement of income 
resulting from conventional accounting’s 
disregard of monetary change were any- 
thing like as great as they are today. I call 
your attention to the fact that the Hope 
case did not hold that historical original 
cost alone was necessarily controlling for 
rate base purposes or for depreciation 
purposes, but merely that under all the 
circumstances—that is to say, the cir- 
cumstances existing in 1939, 1940, 1941 
and 1942—the Federal Power Commission 
had not acted unreasonably and arbitrarily 
in failing to give weight to the then present 
fair values of the utilities’ properties. 

These are but a few sample situations; 
there are many others; but these should 
serve to illustrate something of the nature 
and significance of the economic inaccura- 
cies in present-day accounting’s measure- 
ment of income. 


CONCLUSIONS 


I would now summarize the conclusions 
that may be drawn on this subject of the 


The Accounting Review 


relation of law and economics to the 
measurement of income, as follows: 

1. The chief purposes for measuring in- 
come are economic and legal. 

2. Those purposes are best served when 
the measurement of income is in accord 

th economic realities. 

3. Economic inaccuracies in measure. 
ment of income do less harm for some legal 
purposes than others. 

4. Economic inaccuracies in the meas- 
urement of income resulting from failure to 
adjust for change in the standard of 
measure, i.e., the value of the monetary 
unit, become sufficiently great in the case 
of progressive inflation, even when that 
inflation is gradual, that the economic 
purposes of measuring income and many 
of the legal purposes are ill served. 

5. When inflation has been progressing 
as long as it has at present in this country 
and in almost all other countries, account- 
ing reform is called for even if prices were 
to be stabilized for the future or even if 
prices were to fall back to 1939 levels. 

6. The signs of the day, moreover, point 
towards continuation of progressive in- 
flation (a) because it is presently politically 
popular, (b) because it has many advo- 
cates, (c) because of the continuation of 
deficit financing by governments, and (4) 
because we have come to associate infla- 
tion with our recovery from the depression 
of the early 1930’s and, so long as we con- 
tinue to enjoy prosperity or the illusion of 
prosperity, we are loathe to part with its 
services. 

7. But, failure to adapt our business 
operations, our family budget and our 
national economy as a whole to this new 
monetary condition of progressive cul- 
rency inflation may well impair our ptv- 
ductive facilities and operations and thus 
imperil our future well-being. 

8. And, accounting will serve us ill or 
well in the years ahead as its measurement 
of income misleads us into consuming 
capital wealth, be that our own or wealth 
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which we have borrowed from somebody 
else, or as it shows us accurately what our 
real economic income is, so that both 
individually and collectively we may live 
within such income. 


OUR FUTURE WELFARE 


Most people agree that the measure- 
ments made today of our national income, 
of our corporations’ incomes, and of most 
individual incomes overstate our real 
economic income. But today it is the fash- 
ion to shift the blame, to make little of 
such errors, and to oppose reform. Those 
responsible for measuring income blame 
inflation and urge that instead of reform- 
ing accounting we should make the Gov- 
ermment stop inflating our currency. The 
supporters of the Administration in turn 
blame inflation on a “malicious neighbor,” 
who makes armaments necessary, or on the 
insufficiency of price controls. At the same 
time, because we have more dollars and 
give too little heed to the reduction in their 
purchasing power and are generally un- 
aware of the extent to which our present 
enjoyments are being financed out of 
capital, there exists an air of complacency. 
And the claim is made that in spite of 
inflation and the failings of accounting we 
are better off today than ever before. 

Let us take a moment to consider this. 
Are we better off today than in the past? 
And are we likely to be better off in the 
future, if we continue along the same road 
we have been travelling for the past 
twelve or more years? 

In his Midyear Economic Report to 
Congress last July, President Truman 
undertook to review “the economic prog- 
tess” of our Nation since 1939. He did 
not hesitate to admit that in measuring 
such progress adjustment must be made 
for decline in the purchasing power of the 
Dollar, and he cited statistics which were 
purported to have made such adjustment. 
But his adjustments for change in price 
levels were applied only in comparing 
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annual results, not in measuring current 
income. 

According to the President’s report the 
“per capita income of the people, . . . after 
adjustment for price change and computed 
after taxes,”’ had risen about 40% since 
1939. The report does not state what 
measure was used in the adjustment nor 
what taxes were taken into account. The 
figures, however, would seem to indicate 
that the consumer’s price index was ap- 
plied to current reported income and that 
the taxes included only direct taxes on 
income. If such is the case, we may ques- 
tion whether the President’s report gives 
an accurate picture, since present-day 
reported income overstates economic in- 
come, since the consumer’s price index due 
to the weighting given to regulated prices, 
such as rents and utility rates, under- 
states the decline in the real value of the 
Dollar, and since indirect taxes as well as 
direct taxes must ultimately be paid for in 
economic goods. 

Then also the year 1939, which is the 
basis of comparison selected by the Presi- 
dent to measure economic progress, was 
not, of course, a year of great prosperity. 
On the contrary we were then still in a 
period of recovery from the great depres- 
sion of the early 1930’s and from a tem- 
porary set-back which had occurred in 
1938. It might be asked then, how does 
our present condition compare with 1929. 

The 1951 Edition of the Department of 
Commerce publication ‘National In- 
come,” A Supplement to the Survey of 
Current Business, attempts to make the 
comparison between per capita real per- 
sonal income after taxes in 1950 and 1929. 
The figures there shown for 1929 are $667 
per capita and for 1950, in terms of 1929 
prices, $957 per capita. But in purporting 
to express 1950 income in terms of 1929 
prices, the Department of Commerce has 
here treated 1950 prices at only 40% above 
1929 prices, whereas the all commodities 
wholesale price index of the Bureau of 
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Labor Statistics indicates that 1950 prices 
were approximately 70% above 1929 
prices. If the wholesale price index is used 
to convert the 1950 current dollar figures 
into 1929 dollars, the comparison of per 
capita income after taxes would be $783 in 
1950 as against $667 in 1929, or an average 
growth of less than 1% per annum. And 
this still does not take into account the 
overstatement of 1950 reported income due 
to failure to make adjustment for change 
in Dollar values in allowing for capital 
exhaustion. 

Until we measure accurately our con- 
sumption or exhaustion of economic 
capital, how can we be sure that our ap- 
parent present prosperity is not illusory— 
illusory in that it may be consuming seed 
corn needed for producing future income. 

A report entitled “Studies in Income 
Wealth” recently published by the Na- 
tional Bureau of Economic Research in- 
dicates that measured in terms of constant 
dollars our national wealth in 1948, the 
latest year for which the study had such 
statistical data, amounted in the aggregate 
to little more than in 1929 and that per 
capita wealth was actually lower in 1948 
than in 1929. Similar conclusions were 
indicated in a survey by Herbert J. Miller, 
of the Tax Foundation, which compared 
1951 with 1939, indicating that net worth 
(assets minus debts) of the average 
American family measured in constant 
dollars had declined about 12%. 

May it then be that we are already 
consuming capital? 

In this connection a recent report on a 
survey conducted by the Department of 
Labor Statistics should give us pause. It 
indicates that the average American city 
family in 1950 was spending about 6% 
more than its income. While the accuracy 
or interpretation of this report was sub- 
sequently questioned, apparently on the 
basis that the data used was not necessar- 
ily comparable and that it seemed irrecon- 
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cilable with statistics on savings, this is q 
matter provocative for thought. And thoge 
who would judge our economic health 
from statistics on savings should realize 
that data deficiencies make any estimate 
of personal savings a hazardous affair, as 
the Department of Commerce itself has 
observed.® 

Also, should we not be concerned by the 
fact that consumer credit is today at an 
all-time record “high” of approximately 
$21 billions. Consumer credit in 1929 was 
only about $6 billions. When adjustment 
is made for the decline in the value of the 
Dollar the comparison indicates that con- 
sumer credit today is about double what 
it was in 1929. In addition, individual 
mortgage debt on one to four family resi- 
dential property (exclusive of farms) 
reached $51 billions by the end of 1951 
having risen from approximately $19 bil- 
lions since as recently as 1945.‘ 

Yet President Truman in his Midyear 
Economic Report tells us: 


“The truth is that the economy is strong— 
and growing stronger.’’ 


All governmental agencies do not use 
the same yardstick; interest on govern- 
ment debt, being a transfer, is not de- 
ducted in measuring Gross National Prod- 
uct, but is included by the SEC in meas- 
uring individual savings and the cost of 
capital goods spent in incurring a govern- 
mental deficit is apparently ignored. 
Further, I question whether certain of the 
statistics cited by the President do not still 
reflect some of the economic inaccuracies 
in the measurement of income which re- 
sult from conventional accounting’s failure 


3 “National Income,’’ 1951 Edition, A Supplement 
to the Survey of Current Business, U.S. Department 
of Commerce pp. 137, 138. 

ished by U.S. Department of Commerce, p. 14. | 

5 The Midyear Economic Report of the President, 
Transmitted to the Congress, July 1952, U.S. Govern- 
ment Printing Office, Washington, 1952, p. 6. 
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to make adjustment for decline in the 
purchasing power of the Dollar. I have 
reference particularly to the statistics on 
the national income and on certain of the 
distributive shares in the national income, 
including corporate income; the statistics 
on disposable personal income; the statis- 
tics on the annual rate of savings; and the 
President’s interpretation of figures of 
private business investment in construc- 
tion and equipment. I understand that in 
none of these statistical data has adjust- 
ment been made for the decline in the 
value of the Dollar in measuring capital 
consumption allowances, but rather that 
such allowances have been based on ac- 
counting practices used for tax purposes 
based on historical costs. Thus, to the 
extent that capital consumption is under- 
stated, our economic progress has been 
overstated. As to the figures cited in the 
President’s Economic Report on business 
investment in new construction and equip- 
ment, they apparently include expendi- 
tures not only for expansion, but also for 
replacement of worn-out or obsolete pro- 
ductive facilities. But we are not told how 
much of the new construction and equip- 
ment was for replacement. Unless we know 
how much of that “investment” was for 
“treplacement,’’ how are we to judge the 
extent of our economic progress? 

I would ask therefore: May not our 
present apparent prosperity here in 
America be overestimated because of the 
economic inaccuracies in accounting’s 
present day measurement of income? And 
is it not possible that part of our present 
apparent prosperity is being financed by 
encroachments on capital wealth? 

As to those who say, “‘Let’s forget about 
accounting reform and concentrate on 
stopping inflation,’ I would remind them 
that accounting reform is needed to pre- 
vent capital consumption even if inflation 
could or would now be stopped. Moreover, 
for reasons previously outlined, inflation 
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promises to be with us for a long time. 

Though we have been experiencing in- 
flation now for more than a decade, it is 
still sufficiently novel to us that few under- 
stand its workings and too many of us 
hopefully still regard it as a temporary 
condition. And to blame inflation on the 
rearmament program or the inadequacy of 
price controls is to add confusion to our 
thinking. 

Inflation, though new to us, is not new 
to history; nor are its causes new. With the 
exception of the latter half of the Nine- 
teenth Century and the early part of our 
own Century, when the governments of 
most of the leading commercial and in- 
dustrial nations placed limitations on their 
money supply and on the value of their 
monetary units by tying them to gold and 
maintaining free convertibility into gold at 
a constant weight and fineness for such 
monetary units, there has occurred since 
the dawn of civilization an almost con- 
tinuous inflation of prices and depreciation 
in the purchasing power of money in 
almost all countries. The cause has always 
been increase in the supply of money be- 
yond the economy’s needs for money as a 
medium of exchange. Such increase has 
generally resulted from governments’ 
using, or, if you prefer, misusing, their 
monetary powers to finance expenditures 
in excess of their revenues. 

When monetary powers are so abused, 
no price controls can for long prevent the 
purchasing power of the monetary unit 
from depreciating—though the applica- 
tion of price controls may for a time retard 
the decline, and in so doing accelerate 
consumption of capital and ultimately 
cause shortages of product. 

Even before the days of paper money 
and bank credit inflation occurred when 
governments like that of the Roman 
Empire financed deficits by debasing the 
coinage. Today with banking facilities and 
with paper as the exclusive currency in 
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circulation the operation is far easier and 
less obvious. And the temptations today 
are greater than ever before. 

France has almost continuously since 
1914 been experiencing inflation. Great 
Britain has been experiencing it at least 
since 1932, and the United States since 
1933.° 

Let us then be realistic and adjust our 
conduct—including our methods of meas- 
uring income and capital—to cope with 
inflation, which has become an economic 
condition of our time. Indeed, if we do so, 
our chances of stopping or checking infla- 
tion will improve; for that will help people 
to understand inflation and to see through 
its illusions, despite the rosy statements of 


* The inflation during the 1930’s, in this country was 
not readily perceived; for after 1929 prices had fallen 
from their relatively high levels of the prosperity phase 
of the business cycle, and price rises during the later 
1930’s were generally welcomed and ascribed to business 
recovery. But, the continuous rise in prices throughout 
the 1940’s and to date, which has gone far beyond 
previous price peaks, is now generally recognized as 
something more than a cyclical fluctuation. 


politicians. But if we fail to adjust our 
techniques to cope with inflation—if jn 
measuring the results of our economic 
efforts we continue to overstate our eco- 
nomic income, we may well be led into 
living off our capital and thus impair our 
means of future production. 

When a nation has a large amount of 
capital wealth largely represented by in- 
vestments in assets which have useful 
lives ranging from, say, 10 to 50 years, it 
can continue for a good many years spend- 
ing more than its income without immedi- 
ately feeling any ill effects. That a nation 
which continues to encroach on its capital 
wealth for a prolonged period of time, 
whether such encroachment is financed by 
the sale of foreign investments or by omis- 
sion to make adequate provision against 
depreciation or obsolescence of assets at 
home, will sooner or later experience 
economic ill effects is, I believe, demon- 
strated by the case of Great Britain. 

I think it is time that in measuring in- 
come we faced economic realities. 
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ACCOUNTING EDUCATION—FROM 
THE POINT OF VIEW OF THE 
BUSINESS EMPLOYER*“ 


Rosert G. KNIGHT 
Vice President and Treasurer, Walgreen Company 


EN a businessman ventures to 

W speak on accounting education to 

an audience made up of its lead- 
ing practitioners, it is obvious that his 
courage exceeds his discretion. 

A friend who knows me all too well 
warned me that I was far more likely to 
exhaust my audience than my subject. 
This warning will, I hope, so reinforce my 
discretion as to keep me well within the 
suggested time limit. 

Let me first compliment you upon your 
liberal—in the historic meaning of that 
debased and abused word—your liberal 
attitude in inviting a businessman to speak 
to you on the subject of education. “The 
consumer,” we are told by a leader— 
possibly a self-appointed one—in another 
area of the academic world—“The con- 
sumer has no rights in the educational 
market place.” 

You of the accounting field, however, 
display a polite interest in the views of 
one who in some measure represents the 
“consumer” of your “product.” There may 
be some connection between a reasonable 
consideration for the consumer and the 
doctrine of the English political scientist 
Lowes Dickinson, to the effect that free 
political institutions are developed and 
maintained only in societies that are pre- 
dominantly mercantile and competitive— 
@ connection that should not, perhaps, 
pass entirely unheeded by other political 
scientists in England—or possibly even in 
America. 

* Presented at the annual meeting of the American 
nite Association at Minneapolis, September 4, 


If I can bring any contribution to the 
subject of accounting education, it perhaps 
will be by way first of indicating what 
qualities of mind my own observation has 
led me to believe necessary to those who 
propose to invest their lives in making 
accounting function as a tool in the man- 
agement of business, and then by suggest- 
ing what intellectual disciplines are likely 
to develop these mental qualities. 

Naturally, the object of accounting, as 
of any other education at the college level, 
is to produce an educated man. I will 
avoid the perennially popular contest of 
comprehensively defining the educated 
man in a dozen words, and merely invite 
your agreement to the proposition that a 
college graduate who intends to enter the 
accounting field should have developed 
four intellectual qualities which are among 
the characteristics of the educated mind, 
and all of which are essential to high level 
success in his chosen career. 

First—that of systematic, step-by-step reason- 

ing. 

Second=-the capacity to select the relevant 

and the significant from masses of detail. 

Third—the ability to present findings clearly. 

Fourth—and by no means least in importance, 

the quality of imagination—the ability to 
visualize the abstract. 


Not all students have the innate ability 
to develop these qualities. That is merely a 
way of saying that only a modest propor- 
tion, even of the brighter minds, are 
suited to the accounting field. I believe 
that it would be constructive to set such 
prerequisites to accounting education as 
would probably eliminate those unlikely 
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to benefit from it. By way of example, I 
suggest that a grade of B in freshman 
mathematics might well be one prerequi- 
site. 

So far as my own observation goes, I 
have never seen a man who was poor in 
mathematics succeed measurably in ac- 
counting. Based on my own necessarily 
limited experience, I believe that many 
nice young men whom well meaning 
friends induce to enter this field because it 
offers stability and dignity, and who never 
advance beyond a knowledge of its termi- 
nology and the accurate and conscientious 
practice of its details as prescribed, would 
be saved from frustration at 30 if they 
were diverted to other fields at 20. 

I do not mean to suggest that no college 
should offer, as a sort of incidental, what I 
call a “This is how you dv it’ course in 
bookkeeping. There is no reason why an 
agricultural college should not have a 
course in how to keep farm books. I am 
told that some women’s colleges offer a 
short course in how to balance a bank 
account. If any of you give such training 
to young ladies, you are among the blessed. 
For certainly their bankers will bless you, 
and their husbands will bless you, and 
their children will bless you, unto the 
third and fourth—or at any rate, unto as 
far as you reasonably can expect to be 
blessed. 

If we agree that our purpose is to pro- 
duce educated men and women competent 
to pursue an accounting career, and if we 
eliminate those unlikely to benefit from 
this type of training, we face, as to the 
others, the oft debated question of whether 
a broad general education should precede 
accounting training, or whether account- 
ing may itself be a part of a liberal educa- 
tion. 

It is probably a matter of timing. For 
my part, I think it better not to offer 
accounting before the junior year. Not 
only so that the student may sample a 
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wide area of more general knowledge in his 
first two years, but because his success or 
lack of it in some of these earlier courses 
will indicate whether he is suited to under. 
take accounting, for which most students 
will not in any event be sufficiently mature 
before their junior year. 

I have, however, no doubt at all that a 
course in accounting fundamentals can 
have as much effect in producing a broadly 
educated man as one in the sciences, the 
classics, or what may be. It is evident, I 
think, that such work trains the reasoning 
powers. It certainly develops the capacity 
to present conclusions. 

Less evident, and perhaps least evident 
to experienced accountants, is the fact 
that it stimulates the imagination. For 
mature accountants are apt to forget the 
strange nature of some of the concepts 
underlying accounting. Isn’t it, to the 
untutored mind, a little startling that an 
asset and an expense go on the same side 
of the ledger; that debts and profits take 
the same position in the trial balance? Is 
it not a matter of puzzlement to the neo- 
phyte that the proprietorship, the thing 
we own, is computed along with our debts 
to equal the assets, when these were what 
we thought we owned in the first place? 

I suggest that a course which among 
other things, forces an exercise of the 
imagination to grasp peculiar yet logical 
concepts, has basic educational quality. 

What other courses should be taken, 
along with accounting, in order to produce 
the result we seek—a man broadly and 
liberally educated, yet oriented in the 
direction of the field of accounting? We 
could make up a lengthy list of desirable 
ones. 

But I am reminded of the speech by a 
prominent businessman which I heard 
not too long ago. The audience was made 
up mainly of young men interested in 
business. Question period took the line 
“What courses should I take?” 
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“Should one take mathematics?” “Yes, 
lots of mathematics.” “History?” “Yes, 
lots of history.” “English?” “Yes, lots of 
English.” The subjects inquired about 
covered the full range of the catalog of a 
large university, including all the ones 
asterisked to indicate “Not offered this 
year,” but the replies were uniform in sub- 
stance, tone, and emphasis. 

My mind wandered off into a brief 
dream vision, in which I saw a gray haired 
and bespectacled bachelor of all the arts 
and all the sciences applying for his first 
job as a junior accountant. When I re- 
gained consciousness, the man was saying 
“Yes, lots of Latin.” 

There can be little doubt that a thor- 
ough study of the principles of economics 
should be part of the academic training 
of those who propose to make the account- 
ing function in business their career. 

I think that a good case could be made 
for the proposition that a number of the 
secondary or specialized courses in what 
one might term applied economics should 
be taught by professors of accounting. For 
example, the work on corporations, as 
taught in some economics departments, 
tends to be excessively legalistic, historical, 
and theoretical. 

An analysis of the different financial 
structures of typical corporations, as re- 
flected in their accounting, with an exami- 
nation of the reasons for these differences; 
an explanation of the rights and the risks 
of the common shareowner, the preferred 
shareowner, the bondholder, the general 
creditor, and so on—consideration of these 
factors, under the guidance of a teacher 
fully versed in accounting might lead to a 
more adequate understanding of the cor- 
poration and its place in our society than 
is now generally attained. 

Teachers of accounting could, I think, 
illuminate both accounting and economics 
by a lucid exposition of the differences, 
and the reasons for the differences, be- 
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tween certain economic concepts, and ac- 
counting conventions. Professor Willard 
Graham and others have done a great deal 
of useful work in this field. Depreciation 
charges, for example, based upon original 
cost, or upon today’s reproduction basis? 
The validity of inventory mark-ups and 
mark-downs as “profits?” 

The solution to these problems, in terms 
of accounting practices, is at this point less 
in my mind than the high desirability 
of making those who are being educated in 
accounting, at the college level, intelli- 
gently aware of the reasons for the differ- 
ences. I have even seen some correspond- 
ence with the Securities Exchange Com- 
mission, in which awareness of the eco- 
nomic background of accounting is not 
palpably evident. 

I should be the object of a great deal of 
criticism, no doubt, if I said that I thought 
that accounting teachers could do a better 
job of teaching corporation finance than 
is usually done, so I had better not say 
that I think so, but only that, of course, 
finance should be taught to all who propose 
to become accountants in the business 
field. 

Shall I expose myself to ridicule if I 
suggest that somewhere in our young 
accountant’s crowded schedule there 
should be room for a course or two in 
history, the English essay, or even poetry? 
Not only for the usual reasons, but because 
these subjects stir the imagination. No 
mental trait is, to my mind, more impor- 
tant to a man who proposes to follow an 
accounting career in business, than imagi- 
nation. We hear a good deal about initia- 
tive. What is initiative, after all, but di- 
rected imagination? 

I recently read a summary of the replies 
to a questionnaire sent to its graduates by 
the School of Business of the University 
of Chicago, my old school. I will make two 
brief quotations from it. With the first— 
“Accounting was considered by far the 
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most useful course in the curriculum”— 
we can, naturally, agree. 

But the second quotation is this—‘‘The 
most pervasive criticism of the School was 
its relatively strong emphasis on “theory” 
(often economic theory in particular) as 
opposed to “Practical applications.” For 
my part, I hope the school goes on as it 
has, and pays no attention whatever to 
this criticism, which it describes only as 
pervasive, but which I describe as short- 
sighted. The pervasiveness of short- 
sightedness is perhaps the chief problem 
of our times. 

In my view, the first course which a stu- 
dent takes in accounting should have 
these characteristics— 

1. It should deal in thorough fashion with the 
principles or concepts underlying account- 
ing—if you will, the theory of the thing. 

2. It should emphasize the fact that account- 
ing is the language of business, which, like 
any other language, must be learned. Hence, 
various forms of business reports—the 
P & L, the balance sheet, the departmental 
operating statement, and so on—should be 
studied so as adequately to understand 
their meaning, and the significance of the 
trend shown by a series of the same kind of 
statement over a period of time. 

3. By the same methods, it should emphasize 
that accounting is a management tool, and 
it is how the tool can be used, and not how 
it was manufactured, that is at this stage 
important. The finished statements and 
reports used by business, rather than the 
accounting technique which produced them, 
will be the material. 

I am not unaware that certain criticisms 
are leveled against this type of approach 
to accounting. It is said that those who 
are thus trained “don’t know how to do 
any accounting work when they’re 
finished.” But the most important thing 
to know about anything is what it’s for. 
It is desirable thereafter to learn how to 
make it. One will learn better how to pro- 
duce that of which he has already seen the 
uses. 


It is also argued with some vehemence 
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by the sort of persons who bring a power. 
ful force of conviction to the exposition of 
the obvious, that young June graduates 
cannot immediately secure managerial po- 
sitions. Admitting the truth, if not the 
profundity, of this observation, it is also 
true, and considerably more relevant, 
that someone who knows how to use 
accounting as an implement of manage. 
ment must in any sizable business, be a 
part of management. And in that trade, 
too, there is a place for apprentices. 

There should, naturally, be further 
work in accounting, in which the organiza. 
tion of the accounting department, and its 
mechanics, are studied. I would rather see 
the students work through a large number 
of accounting problems which involve its 
principles, than do any considerable num- 
ber of the sort of practice sets which | 
have at times seen being labored over by 
college students, and which seem to me 
merely to illustrate some, and not neces- 
sarily the best, of the many ways in which 
records can be kept. The “why” is more 
important than the “how.” 

In no way do I disparage the impor- 
tance of a knowledge of the accounting 
process. It is, however, a question of em- 
phasis, and I think it well to emphasize 
the importance of knowing how to use the 
results of the accounting process. Based 
upon my observation, this skill has been 
developed less widely than the circum- 
stances of modern business require. 

Perhaps I can illustrate what I mean by 
using the activities in which I am directly 
interested, as an example. When a busi- 
nessman makes a speech, you know, he 
should talk about his own business: Not 
only because he does not, in all probability, 
know anything else, but because his audi- 
ence is not in a position to know whether 
he knows anything about that. 

In what you might call the accounting- 
type of activities at Walgreen, something 
over 85 per cent of our personnel are 


| 
women 
sorting 
compu 
| throug! 
or ano 
few me 
various 
That 
of the 
times, 
for pel 
experie 
The 
those 
Most 
youngs 
majore 
one eig 
ing act 
types § 
routin 
anothe 
planni 
levels. 
The 
of the 
or anc 
of th 
they 
mana 
count 
Pe 


Accounting Education 


women. Most of them are engaged in the 


sorting of various types of papers, and the 
computing and processing of these, largely 
through accounting machines of one type 
or another. A number of women, and a 
few men, are engaged in supervising the 
yarious units of this work. 

That accounts for about seven-eighths 
of the working force. It will include, at 
times, a few college-trained men or women 
for periods long enough to secure basic 
experience. 

The other eighth are the seniors and 
those who are likely to become seniors. 
Most of the older men, and almost all the 
younger, are college trained. Most of them 
majored in accounting. Of this group of 
one eighth of the whole, 20% are perform- 
ing accounting work, including specialized 
types such as tax accounting and the more 
routine phases of internal auditing. About 
another quarter are supervising and 
planning accounting-type work at upper 
levels. 

The rest, that is to say, more than half 
of the entire group, are dealing in one way 
or another only with the finished product 
of the accounting process. Essentially, 
they are engaged in helping to solve 
managerial problems by the use of ac- 
counting results. 

Perhaps two examples will illustrate— 

1, Some of these men are studying the profit 
and loss statements of individual stores; the 
trend of a given store over a period as to 
sales, gross profit, inventory turnover, and 
so forth; the comparison of these with the 
same things last year in the same store, and 
in other stores of somewhat similar charac- 
ter; the relationship of expenses and inven- 
tory to area; the relationship of sales trends 
to various economic indices. 

The results of their labors form the sub- 
ject matter of meetings on a district basis, 
which are attended also by executives of 
the department responsible for operating 
retail stores, and by others. A meeting first 
reviews, that is to say, examines and criti- 
cizes, the operating figures of every store in 
the district for the last six months. Nat- 
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urally, there is less than complete agree- 
ment. 

It then proceeds to set a budget for each 
store for the next six months. In this also 
there isseldom initial agreement. But a budg- 
et is set, and is accepted by the district 
manager, covering sales, expenses, profits, 
inventory turnover, and the like. There are 
more than fifty such meetings a year for 
retail stores, and additional ones of some- 
what different type for manufacturing de- 
partments, warehouses, and other activi- 
ties. 

2. Others of the group, while having executive 
accounting responsibilities, spend a sub- 
stantial portion of their own time, and di- 
rect others, in a series of one-time research 
projects. For example, meals are provided 
for store employees at reduced prices. For 
various reasons, figures covering these must 
be recorded on the daily reports from stores. 
Setting up a procedure by which such orig- 
inal entries are summarized in the com- 
pany records is clearly part of an account- 
ant’s work. 

But one of these men, having improved 
the accounting procedure, noticed the 
widely varying ratios between such figures 
and the sales, number of employees, and so 
forth, of different stores. He organized a 
study, devised a suitable standard, and 
persuaded the appropriate management to 
follow through. 


It is, of course, possible to take the 
attitude that accounting education is con- 
cerned only with producing persons who 
will practice accounting, and not with 
training men to become budget makers or 
researchers into business problems. Pos- 
sible, but not wise, for that view not merely 
ignores “‘the market’’ but starves it of the 
very kind of mind most qualified to meet 
it—the one educated in accounting at the 
college level. 

I should like to see our young men who 
are being trained in accounting led to do 
more basic thinking about the various 
types of business report. Not about the 
technique of their preparation, for in that 
they are well trained, but about the rea- 
sons for their existence and their charac- 
teristics. For example— 


| || 

of 
tes 
he 
$0 
nt, 
se 
ge- 
de, 
her 
its 
er 
its 
m- 
iI 
by 
e 
ch 
ore 
Or- 
g 
m- 
ize 
he 
ed 
en 
by 
ly 
si- 
he 
ot 
di. 
er 
ng 
re 


348 


1. 


The Accounting Review 


What are the relative values of accuracy 
and promptness? We say that the trial 
balance must be “right,” prompt or tardy, 
and we have our reasons. Certainly no 
young man should proceed very far in his 
accounting education without gaining a 
keen appreciation of the absolute need of 
accuracy. But because the standard of ac- 
curacy must be precise as to some articles of 
the accounting department’s production, it 
doesn’t necessarily follow that a monthly 
departmental operating statement, for ex- 
ample, has to be “absolutely accurate”— 
even if that were possible. 

What margin of error, if any, may be 
allowed, with no practical effect on mana- 
gerial decision, but with an invaluable gain 
in its timelinesss? 

We study the techniques of control ac- 
counts and other devices to secure mechani- 
cal accuracy of accounts, and that is good. 
What standards of credibility can be applied 
to reports which for one reason or another 
must contain elements of estimate? 


. What are the limitations of space? I find 


that some of our able young men are aston- 
ished when it is pointed out that there is no 
such thing as a complete report. They 
have learned how to prepare complete re- 
ports at school. And, I must say, they are 
often very ingenious at designing report- 
forms. But it is, after all, a question of 
selecting from a mass of facts those most 
significant ones for which alone we have 
space. 

Not long ago one of our young men did 
an excellent job of originating a new type 
of report upon a department which he had 
been studying. It showed initiative and 
good judgment in its selection of facts and 
their emphasis, and it showed skill in pres- 
entation. Its one fault was that it was 
loaded with explanatory footnotes. Not 
only did this detract from the practical use- 
fulness of the report by making it un- 
wieldy, but, more important, the notes re- 
lated to the minor items, and. their mere 
existence implied that other and more sig- 
nificant figures required no qualification. 


. What are the limitations of time? I don’t 


mean the accountant’s time. I mean the 
reader’s time. Accountants believe that 
their work and their findings are important. 
They are right. They present their findings 
in well arranged form. This is good. But 
they pay too little attention either to reader 


interest or to reader characteristics, ang 

this, in my judgment, is the greatest weak. 

ness in the otherwise satisfactory develop. 
ment of the accounting report as a manage. 
ment tool. 

I once gave a talk to a group of me 
taking the Executive Program of the Uni. 
versity of Chicago. In it, I suggested that 
accountants should seriously study certain 
phases of journalism, and particularly the 
work done by the editor of a city news 
paper, in the way of selection of what goes 
on page one, and for how much space; what 
is to be headline—in short, his work in the 
selection and the emphasis of the signif. 
cant, and the securing of reader attention. 

I regret to say that the suggestion was 
apparently regarded as a somewhat strained 
attempt at an improper levity. Undeterred, 
I repeat before this mature and critical 
audience my belief that too many account- 
ing reports are prepared on the basis of 
three fallacies. These are— 

(1) That the reader is an accountant. He 
usually isn’t. That’s why he needs re- 
ports. 

(2) That the recipient has nothing else to 
do than read reports. He has. That’s 
why he’s important enough to receive 
them. 

(3) That the more information anyone re- 
ceives, the better off he is. This is not 
so. A water pipe is an asset; a flood isa 
liability. That is why discrimination is 
the key to the successful use of ac- 
counting as a vehicle of business man- 
agement. 


I hope that you will not feel that I am 
indulging in a ponderous and unseemly 
levity if I suggest to you an experiment 
which appeals to my inexperience in 
teaching as practical and useful. Assume 
that you have a class of a dozen. Let each 
member prepare a report, such as he 
thinks management should have every 
month, each on a different department of a 
given business. Mimeograph all twelve. 
Then distribute them and require that 
each student read all twelve and sum- 
marize his understanding and judgment of 
them, all within, say, two hours. 

A friend to whom I disclosed the talk 
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which I have just presented to you made 
certain derogatory comments which I 
shall not here report for fear of your 
agreement with them. However, he also 
made the more constructive point that I 
ought to be aware that the sort of account- 
ing training which I have been advocating 
meant small classes, hence more money 
and more men, hence was impracticable. 

Ido not concur. With mere budget diffi- 
culties a group of this kind will know hcw 
to deal. 

As to the men, perhaps you can add to 
the ranks of instructors by securing both 
the part time service of younger men who 
want to add to their experience and their 
incomes, and also that of older men. 
These might be willing to give experience 
for the glow of satisfaction in the giving, 
as well as for the glow of satisfaction in 
the knowledge that their reduction in 
income is mainly at the expense of the 
Treasury Department. 

In conclusion, is there a ‘‘market” for 
the young man of good natural mentality 
who leaves college with a relatively modest 
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but reasonable familiarity with the me- 
chanics of accounting, but with well de- 
veloped reasoning power and imagination, 
with the capacity to seize the significant 
and to present it clearly, and with a firm 
grasp upon the basic thinking of account- 
ing, which indeed has had its part in giving 
him those qualities? Definitely, yes. 

Will he initially place himself as easily 
and at as good a level of earnings as a 
young man of equal natural ability who 
has focussed his attention principally 
upon mastering the techniques of account- 
ing? Possibly not. 

But in the long run, and in not an unduly 
long run, he will benefit by the fact that 
business needs what he has more than it 
needs technical ability, no matter how 
good. 

I am honored to have had the oppor- 
tunity to speak to you. I recail a quota- 
tion. “It is better to light a small candle 
than to curse the darkness.’”’ But in this 
case my small candle has, I am afraid, 
merely flickered in competition with other 
more effective means of illumination. 
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ACCOUNTING EDUCATION—FROM 
THE VIEWPOINT OF A MEMBER 
OF A STATE BOARD OF 
ACCOUNTANCY* 


A. FRANK STEWART 
Chairman, State Board of Virginia; Partner, A. M. Pullen & Company 


active and vital an element in the life 

of the people as in the United States. 
Nowhere else do teachers show so strong 
a desire for self-improvement, parents so 
great a determination that their children 
shall take advantage of the opportunities 
offered, or citizens so great a willingness to 
bear the necessary expense. 

Extraordinary progress has been made 
and continues to be made in all forms of 
education and methods of instruction— 
not only in elementary, secondary or 
liberal education—but in that form of 
higher education that is specifically de- 
signed as a preparation for learned techni- 
cal, commercial or social professions in 
which men and women deal with their 
fellows, with institutions or with material 
things. 

To the ancient professions of law, medi- 
cine and the ministry, others have been 
added to meet the needs of a developing 
civilization. Many of these are taught in 
our schools of business administration and 
they include journalism, commerce, busi- 
ness organization, banking and finance, 
insurance, transportation, foreign and 
domestic trade, and accounting. 

The courses in business and commerce 
have now become a substantial segment of 
the educational fields of the country. 
Figures released by the United States 
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* Presented at the annual meeting of the American 
"ti Association at Minneapolis, September 4, 


Office of Education for the 1949-50 year 
show that the bachelor’s degree—or first 
professional degree—was awarded to 
433,734 men and women by higher edu- 
cational institutions in the United States. 
Of this number 72,137 degrees (162%) 
went to students of Business and Com- 
merce—more than were given in any 
major study. Next came Engineers (of all 
classes) with 52,246 (12%), then Educa- 
tion 46,625 (102%), then English 17,246 
(4%), and then Economics 14,573 and 
Law 14,312 (each 34%). For the year 
1950-51 the percentages are not greatly 
different and for the four years of 1948- 
1951, 15.81% of all graduates came out of 
the school of business. 

With this record at hand there is sub- 
stantial proof that a branch of education 
that was once—and probably within the 
teaching experience of many of us—con- 
sidered to be of relatively slight impor- 
tance has now grown and developed to be 
of such major proportion as to be fully 
entitled to all of the recognition and im- 
portance that is so freely given to other 
studies and schools. Certainly it should 
act to retard or reduce the efforts that 
are so often made to cut the budget of the 
business school. 

There is no place here to discuss the 
constant conflict that exists between the 
advocates of liberal education and those 
who favor or teach vocational education. 
I mention it only to pay my respects to 
those who are in and head our schools of 
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business administration for the splendid 
work they have accomplished when they 
have so often been unaided or their work 
begrudgingly approved by their presidents 
or boards of trustees. 

I think it is safe to say that the classes 
in accounting are the backbone of the 
business courses. Not every student is an 
accounting major, but in nearly every 
case they take some accounting subjects. 
Here again do I wish to compliment the 
accounting instructors in our colleges and 
universities, because the progress they 
have made and the product they have 
produced have been almost entirely of 
their own making. Certainly the practicing 
public accountants have done but little to 
assist in the establishment of accounting 
instruction, and it is a minor miracle to me 
that the accounting graduates are as good 
as they are. 

Accounting education from the view- 
point of a State Board member is mani- 
fested by the caliber of the candidates who 
present themselves for examination. There 
is both the adequately and inadequately 
equipped candidate and there is no sepa- 
ration of the two—they are one when they 
come to us. At this point I want to try to 
correct an impression which if you do not 
share you have repeatedly heard expressed. 
Ido not remember ever having heard a 
State Board member criticized by an 
educator. They have criticized, analyzed, 
and at times have had much to say about 
the examination questions and problems 
but the educators realize that the position 
of the State Board members is similar in 
many respects to their own. The candi- 
dates—always the unsuccessful candi- 
dates—are not so considerate. We are 
called every kind of a disgraceful thing 
imaginable and accused of every crime in 
the calendar. We play politics; we run a 
closed shop; we pass only the number we 
Want to pass; we spread the successful 
candidates over the state; we favor em- 
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ployees of certain accounting firms; we 
grade too hard; we can’t answer the 
questions we give; and so forth and so 
forth. 

I know men from practically every 
state in the Union who are serving or who 
have served on their State Boards or as a 
member of the Board of Examiners of the 
American Institute and I say to you that 
these accusations are simply not true—and 
those who make them are looking for a 
reason to explain their own deficiencies. 

There come to us for examination candi- 
dates who have taken a complete course 
with an accounting major at an accredited 
college or university—degree men. Then 
too there are degree students who have 
majored in another subject, changed their 
minds and have studied accounting at 
evening or extension classes given by 
accredited institutions. Also there are can- 
didates from the private business schools, 
as well as those who have studied at home 
without benefit of first hand instruction. 
If this isn’t variety enough we still have 
those who apply on the basis of their ex- 
perience alone. 

The granting of the CPA certificate is a 
matter of law. While the possession of 
diplomas and degrees from accredited 
schools may satisfy certain requirements, 
the laws require that the candidate must 
present other proof satisfactory to the 
Board of Accountancy that he possesses 
adequate skill, knowledge and judgment in 
accounting matters. The proof that is 
acceptable is the passing of an examina- 
tion which has been approved by the 
accountancy boards. 

Candidates fail our examinations. Of 
course they do, and they fail in lamentably 
large numbers. We regret this condition 
but we refuse to soften our examinations in 
order to promote passing grades. There 
are some accounting instructors who are 
bluntly told by their faculty superiors to 
fail no more than a small percentage of 
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their class, but this procedure reacts 
against their graduates in our examining 
room, just as it does to students who have 
gone through colleges under a plan of up- 
grading. No matter how much study you 
may give to it, there is no one reason appli- 
cable to all candidates that causes their 
failure. If there were, our State Boards 
would set about to correct it. The most 
prevalent reason is that many candidates 
come to us inadequately prepared. After 
enlarged experience, broadened study and 
repeated trials, hundreds of them have 
openly admitted it. 

One of the most disturbing defects of 
the average candidate is their seeming in- 
ability or unwillingness to think. For this 
they are not entirely to blame. Modern life 
is not conducive to orderly thought. Our 
radio commentators, our newspaper col- 
umnists, our quick reading magazines, all 
try to tell the story in the manner best 
calculated to require the least mental 
effort. Tomorrow’s university may be 
your TV screen. We are developing a class 
of ‘‘question askers” whose main purpose 
is to obtain information without the labor 
of thinking. Even the simplest of state- 
ments or instructions are today met with 
the ever present “What do you mean?” 
I’m beginning to believe that much of the 
complaint about the time element of our 
examinations is another exhibition of in- 
adequate thought. For example, last 
Spring a candidate told me that he used 
two hours to work a problem that weighed 
ten points. It is nothing uncommon to have 
a paper say “assuming that the question 
means” and then proceed to answer the 
question on the basis of a false assump- 
tion, which is so far away from the stated 
point of the question as to cause us to 
wonder if the candidate is rational. Do 
you believe that a candidate is giving 
thought to an examination when he comes 
to write it without a pen or a pencil? I 
don’t. Do you believe that a candidate is 
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thinking when he claims that there igs q 
conflict in a problem because it mentions 
123% in one place and }th in another? | 
don’t. 

Somewhere along the line from parent. 
hood, to the grades, to high school or to 
the university let’s see if we can give some 
attention to restoring the processes of 
orderly thought, because without thought 
there can be no judgment and judgment is 
paramount in public accountancy. 

Closely following disorderly thought is 
its consequential result—inadequate 
speech and writing. When I say speech I 
have no thought of referring to a correct 
pattern of speech. I mean that there isa 
paucity of word usage that causes the 
talker to start an expression and abruptly 
end it with the well known words “you 
know what I mean,” leaving the listener 
to complete the intended statement as 
best he can. When I say writing I do not 
refer to the fine points of syntax, rhetoric 
or style. I mean only that in too many 
cases the elements of simple expression 
are too woefully lacking. 

What in the world is the real good of 
education that overlooks its basic tool— 
communication? How can a candidate pass 
an examination when he lacks the means 
of putting his thoughts—if he has any— 
into words? 

One of the most dramatic and moving 
examples of the power of words happened 
within the memory of all of us. Let me 
set the scene for you. 

England was experiencing her darkest 
days. France had capitulated to the 
Nazis. Belgium was crushed. The United 
States had not entered the war. She was 
without allies. The major part of her army 
had been decimated and stripped of its 
equipment on the beaches of Dunkirk. 
Hitler’s army stood flushed with victory 
across the channel. His airmen were rail- 
ing fire bombs nightly on the streets of 
London. She was friendless and almost 
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weaponless. Her people were dispirited 
and desperate. 

Then—in the quiet of an English eve- 
ning a voice came to every fireside over the 
radio. It was the voice of stout old 
Winston Churchill, not whining in despair, 
but shouting the defiance of centuries of 
British free men to despots. ‘We shall go 
on to the end; we shall fight in France; 
we shall fight in the seas and oceans; we 
shall fight in the air; we shall fight on the 
beaches; we shall fight on the landing 
grounds; we shall fight in the fields and 
in the streets; we shall never surrender— 
so that in the centuries to come our chil- 
dren and our children’s children may re- 
member and say—This was our finest 
hour.” 

Who is there here to deny that a nation’s 
life was saved that night—by words! 

Even though you teach your students 
accounting concepts and procedures to the 
absolute, their value to professional ac- 
countancy will always be severely limited 
unless they can tell—in speaking and in 
writing—what they did, why they did it, 
and what the significance of their findings 
may be. 

There is among accounting instructors a 
lack of common agreement as to what 
constitutes an acceptable accounting cur- 
riculum. Every time the subject is brought 
up for discussion we are met by our friends 
from the cultural side of the college who 
want us to increase or lengthen their 
courses and shorten ours. Credits—semes- 
ter hour—quarter hour—clock hour—or 
any other kind—are by some authorities 
considered to be the untouchable test of a 
student’s accomplishments—and yet the 
same course—yes the same text material, 
yields different credits at different schools. 
Most State Boards require that their can- 
didates have studied elementary, inter- 
mediate and advanced accounting, cost 
accounting, auditing, tax accounting and 
commercial law. Some boards require addi- 


353 


tional subjects such as economics, public 
finance or governmental accounting and 
system building. I think there is a place in 
the curriculum for studies relating to pro- 
fessional ethics and social contacts, just as 
I think that subjects other than those re- 
quired by State Boards should be included 
in order to produce a more rounded ac- 
countant. 

With this begins our trouble. Some 
schools give the three years of accounting 
in two years. Some give only two years of 
accounting but teach it over a three-year 
period. Many schools give auditing for but 
one semester and no cost accounting. 
Others give cost accounting for two semes- 
ters and no auditing, or if auditing is given 
it is not so designated but is considered to 
be advanced accounting. In too many 
cases, auditing is the stepchild of the cur- 
riculum. 

In Virginia we know our schools and 
their instructors—we make it our business 
to do so—and the closest of cooperation 
exists with our schools and our State So- 
ciety. It is when candidates who have 
attended schools in other states apply for 
the examination that our problems arise. 
These candidates present a_ transcript 
from a college, with which we are unfamil- 
iar, showing passing grades in an assort- 
ment of subjects and often showing that a 
degree was granted. The transcript shows 
the grades in Accounting #100 or Econom- 
ics #200, and the college catalogue, if we 
are able to obtain one leaves us uncertain 
what is covered by these courses and 
whether or not the candidate has had 
enough accounting to meet our require- 
ments. We have the candidate come in for 
an interview. He does not know whether 
or not he has had enough accounting. All 
he knows is that he took all the accounting 
the school had to offer him. He does not 
know the author of his textbooks; he can- 
not describe the courses that are shown by 
number on his transcript; he thinks he 
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studied auditing but it was part of an 
accounting text. There is only one thing 
that he is sure of—and that is that one of 
his books had a red cover. 

Somewhere along the line this type of 
candidate has either misled himself or been 
misled by others. He does not realize that 
he has not had enough accounting studies 
to take—much less pass—our examina- 
tions. He has relied upon his school to 
give him all the courses needed. If we do 
not admit him he writes to his school and 
then we get a hot letter from the school. 
We answer pointing out the deficiencies. 
The next thing we hear is that the appli- 
cant has enrolled in the evening school of 
the University to complete the courses he 
needs. 

Many of the textbooks on accounting, 
and all of them on auditing, treat the sub- 
ject as education for the practice of public 
accounting. This may at one time have 
been the main field for the graduates of 
accounting schools but this is no longer 
true, because industry and government 
are today taking the “straight A”’ students, 
and this has led to further confusion 
about curriculum, because some claim 
that emphasis should be laid on the funda- 
mental philosophy of accounting rather 
than on special techniques. 

This changed condition has brought no 
relief to the State Boards because all of 
these students, regardless of the work 
they intend to enter, want to be CPA’s. 
Why? Because when they have a certifi- 
cate, government gives them a better 
civil service rating; industry gives them a 
better position or regards them as ma- 
terial for junior officerships; educators 
consider that they have received another 
degree—in fact I have had some college 
authorities tell me that they considered 
the CPA to be a terminal degree. All of 
this places a responsibility on our State 
Boards far greater than that for which 
they were originally established, but our 
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boards are aware of these increased re. 
sponsibilities and they are meeting them 
with fairness and competency. 

Accounting education labors under the 
serious handicap of having grossly under. 
paid instructors. There is a continuous 
struggle to keep good instructors at the 
salaries that are available, and it now 
appears to be impossible to acquire and 
keep young and alert men who are willing 
to make the financial sacrifices necessary 
to remaining in the teaching profession. 
This is a condition that well merits the 
serious consideration of governing authori- 
ties. 

I should like to see the formation, adop- 
tion and installation of an accounting cur- 
riculum that is, at least with respect to its 
technical subjects, sufficiently uniform 
throughout the country to relieve our 
State Boards of the burden of examining 
and re-examining the degree of accounting 
education under which candidates apply 
for examination. Certain states, for exam- 
ple, North Carolina and Florida, have 
recently attempted to correct the existing 
variations in accounting education by 
amendments to their statutes. One of our 
earnest and sincere accounting educators 
has been trying for years to establish 
what he calls “A Proposed Norm for an 
Accounting Curriculum.” Is there any- 
thing wrong with that? Is this such a diffi- 
cult undertaking as to abandon it in de 
spair? I think not. I believe that reasonable 
men with the right attitude can establish 
this norm and have it installed in our 
colleges and universities. 

What can be done to bring about, cor- 
rect or improve the existing conditions I 
have mentioned? The steps to be taken are 
definite and clear. Representatives of the 
educational institutions, the accounting 
profession and State Boards of Account- 
ancy working together should first deter- 
mine the subject matter and content of an 
acceptable curriculum for professional ac- 
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counting. Subsequently, academic train- 
ing, experience and competence as a 
teacher can be considered. The standards 
and recommendations thus determined 
should be adopted and followed as a 
matter of policy by the schools seeking 
approval by the accounting profession as 
offering proper instruction for public prac- 
tice. 

I am happy to say that means to this 
end are now at hand. The American Insti- 
tute of Accountants has recently provided 
funds and created a Commission on Stand- 
ardization of Education and Experience to 
study the entire subject. The Commission 
will be composed of members of the Ameri- 
can Institute, the Association of CPA 
Examiners, the American Accounting As- 
sociation, and the American Association of 
Collegiate Schools of Business. It will have 
twenty-three members. Nine of them are 
deans of or professors in schools of business 
administration. Eight will represent public 
accountancy practitioners. Four will repre- 
sent examining boards. The American 
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Institute will have one staff representa- 
tive and the Department of Education of 
New York will have one member. Fifteen 
states are represented on the Commission. 
It richly deserves your support and will 
welcome the suggestions of all who are 
interested in accounting, whether they be 
industrialists, educators, examiners or 
practitioners. Its work will not be done 
hurriedly but it will accomplish much 
good for all of us. 

Once the standards of educational prepa- 
ration are established and adopted, experi- 
ence can then become a supplement rather 
than a substitute for education and this is 
how it should be regarded. A profession 
presumably is made up of educated 
people—we educate the professions—we 
train the trades. If you as educators will 
join wholeheartedly in this long overdue 
movement, we as examiners and prac- 
titioners will combine with you to reach 
the ultimate goal of sound education, 
competent, well-paid instructors and 
better graduates. 


MEMBER PLACEMENT SERVICE 


ACCOUNTING: C.P.A., M.B.A. Desires position as assistant or associate professor. 
Four years teaching experience and two years practical experience in public accounting. 
Available for September 1953 or February 1954. Salary open. 
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TOWARD A BETTER FEDERAL 
INCOME TAX 


EVERETT J. MANN 
Associate Professor, Duke University 


© STATE that the whole Federal tax 

| structure is sadly in need of over- 

hauling and reform is simply to 

affirm a fact known not only by the coun- 

try’s greatest corporation executives but 

by its 60 million squirming individual tax- 
payers as well. 

Between the end of World War II and 
the outbreak of the Korean police action, 
the subject of tax reform engaged consid- 
erable attention from The Congress. Since 
1945 certain inequities in the law have been 
removed; a few loopholes have been closed 
while others have been enlarged. Mean- 
while, the income tax monster has grown 
apace. 

Under the new administration, a serious 
study of tax revisions, already labelled 
as the “free enterprise” tax system, is 
being made. The changes that may eventu- 
ate under this system are presumed to be 
some mitigation of the double tax on divi- 
dends, shortening of the holding period for 
long term capital gains, easing of the tax 
impacts on new enterprises, a more liberal 
approach to allowable depreciation, and 
similar changes designed to encourage 
risk taking. Since budget balancing has 
been given priority over major tax re- 
vision, it may be some time before any of 
these proposals is written into law. 

The forthcoming proposals by the new 
administration seem to involve procedural 
and technical changes in the law. There is 
little thought apparently being given to a 
planned program of long term adjustments 
that might be desirable regardless of the 
political climate in Washington. Federal 
income tax policy has been one of ex- 
pediency. For many years, adjustments to 


Federal tax rates have been made after 
an unexpected event happens rather than 
any effort being made to anticipate events 
before they occur. 


RECENT TAX HISTORY 


The history of tax legislation since 1940 
reveals a domination by and subordina- 
tion to expediency. Immediately after the 
German invasion of Belgium in May 1940, 
a new revenue bill was submitted to Con- 
gress which, mesmerized by the compulsive 
feats of the Nazi panzer divisions, hastily 
passed the requested tax bill in 26 days. 
During the following winter, the first 
corporate excess profits tax since World 
War I was imposed upon corporate in- 
comes. 

Although the gap between Federal in- 
come and outgo was widening steadily 
throughout the early years of World War 
II, it was not until 1942 that rates on 
individual incomes were raised to be some- 
what more in line with the realities of 
defense and war spending. In 1942, indi- 
vidual income taxes were imposed at 
rates that would have been unthinkable 
during the 1930’s. 

In 1943, it again became necessary to 
roll out the rug of expediency when it 
was seen that the new, staggering, individ- 
ual income taxes would never be collected 
until collection was levied on a current 
basis at the source. There followed the 
iniquitous tax forgiveness laws of 1943 
under which taxpayers escaped 75 per 
cent of their 1942 income tax liabilities at 
a cost to the Treasury of how many dollars 
will never be known. 

In 1944, a fresh Treasury Department 
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effort to raise income tax rates was at- 
tempted. Hardly had Randolph Paul 
finished reading the Treasury proposals 
to the Congressional committees than it 
was conceded that the asked-for changes 
had no chance of being written into law. 
By that stage of the war, Congress had 
come around to the fatalistic attitude that 
it mattered little whether the post-war 
national debt was $250 or $260 billions. 
The amounts were so enormous that a few 
extra billions seemed of trifling impor- 
tance. 


ECONOMIC THINKING 


While World War II was in progress, 
business and labor alike had little faith 
that the artificial prosperity brewed up by 
the global conflict would continue. The 
bitter memories of the depressed 1930’s 
continued too vivid. Economists were 
about equally divided on the future of the 
economy, and the government economists 
who had the ear of the Washington admin- 
istration prevailed in their views that 
depression would come swiftly and dra- 
matically with the war’s ending. Labor was 
encouraged to ask for the first of its post- 
war increases which since have become 
familiar to the public as the one-a-year 
demands. 

Today the thinking on inflation seems 
to have swung in exactly the opposite 
direction. There is a surprising unanimity 
of opinion almost everywhere that infla- 
tion is here to stay. Save for minor cyclical 
downward adjustments, the price of every- 
thing is expected to trend substantially 
upward for years to come. Professor Sum- 
ner Slichter of Harvard University’ has 
even gone so far as to say that a little 
inflation (two to three per cent a year) is 
necessary if we are to maintain a full 
economy and keep the nation strong 
against the forces of Communism. 


1 See Harper’s Magazine, August 1952, pp. 53-57. 


Under the Eisenhower administration, 
the Keynesian arguments that central 
government planning is necessary to keep 
the economy on a stable basis will be 
viewed with disfavor. Any tax system 
designed to “control” the economy or 
place its destiny in the hands of a few 
central planners who “know best’”’ would 
by itself be suspect. Nevertheless, it 
should be possible to plan a sound tax 
structure to constitute a powerful lever to 
aid taxpayers and businessmen to help 
themselves in times of stress and aid the 
government in times of prosperity. 


DESIRABLE TAX REFORMS 


Desirable tax reforms in the Federal 
income tax system can be broken down 
into three separate categories. 

First is the question of ironing out 
inequities in the laws so that no one ob- 
tains any special advantages over the 
general taxpaying public. Among recent 
advances along these lines can be men- 
tioned the extension of the privileges of 
income splitting formerly enjoyed exclu- 
sively by residents of community property 
states to residents of all states, the loss 
carrybacks and carryforwards which now 
cover a seven year period, etc. One of the 
more glaring inequities that seems most in 
need of reform is the deduction for statu- 
tory depletion which continues to bloom 
like the green bay tree. 

It is an unfortunate fact that if an 
inequity is not eliminated promptly from 
the statute books, it will spawn other in- 
equities. Businessmen engaged in the ex- 
tractive industries have eyed lovingly the 
bountiful post-war profits of the oil in- 
dustry and have decided something should 
be done for their particular industries as 
well. Extractors of sand, gravel, slate and 
stone, succeeded in having five per cent 
depletion exemptions allotted to them 
under the 1951 Revenue Act while diggers 
of such esoteric materials as fuller’s earth, 
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quartzite, and diatomaceous earth wangled 
15 per cent allowances. Coal, dolomite and 
other producers saw, their percentage de- 
pletion allowances rise to 10 per cent from 
the formerly prevailing 5 per cent. 

The original depletion allowances per- 
mitted under 1926 laws, when income tax 
rates were a fraction of what they are to- 
day, have been broadened under pressure 
from powerful political blocs from the oil 
producing states. It will be remembered 
that during the Congressional debates on 
the 1950 Revenue Act, the Treasury De- 
partment made strong attempts to have 
statutory depletion for oil producers low- 
ered to 15 per cent from the prevailing 
274 per cent. The attempt was summarily 
beaten back, and the producers actually 
succeeded in securing additional conces- 
sions with regard to intangible drilling 
costs and certain allowances on pipe line 
operations. 

The second broad area of taxation that 
is crying for reform is in the field of 
adjusting points of obscure legal termi- 
nology. In the past this has meant drawing 
fine lines of demarcation as between 
accomplishing a business objective in one 
way without tax consequences and doing 
it in another way with near-fatal tax con- 
sequences accompanied by legal squab- 
bles that could drag on for years. 

One can only speculate as to the amount 
of the country’s legal and accounting 
brainpower that is being diverted from 
more productive work to devise tax-free 
schemes, to seek loopholes, or to find a 
different way of doing something that will 
accomplish an end without incurring an 
income tax. One might wonder, for exam- 
ple, with the premium that is placed on 
debt financing, rather than the use of 
equity funds, how many thousands of man 
hours have been wasted in discussion of 
how big the debt-equity ratio of a newly 
formed corporation could become before a 
portion of the interest payments on the 
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debt capital will be disallowed as dis. 
guised dividend distributions. 

The conflict between statutory law and 
Treasury regulations is well illustrated by 
the recent case of Twentieth Century-For, 
Under a Justice Department ruling, this 
movie company was forced to divorce its 
exhibiting from its producing facilities. To 
Fox, it seemed that the “spin off” provi- 
sions defined under the 1951 Revenue 
Act, passed in October, 1951, provided the 
most desirable method of reorganization. 
The theatre properties were to be “spun 
off” from the movie company. 

Accordingly, Fox requested an advance 
ruling from the Bureau of Internal Reve- 
nue that the spin off would be tax free. In 
July 1952, the Bureau replied that it had 
not yet laid down any rules for the separa- 
tion under the “spin off” provisions which 
had become law nearly a year earlier. Fox 
was forced into an established tax free 
“split up” with additional costs both to its 
stockholders and the Treasury Depart- 
ment. 

The new session of Congress has tax 
revision as one of the chief points on its 
agenda. During the coming year, The 
Congress will consider certain administra- 
tive changes such as the time to file re- 
turns and the mitigation of penalties for 
filing incorrect declarations. Other ques- 
tions of changes in the tax law to be dealt 
with are those of easing Section 102 pres- 
sures, family deductions for working wives, 
taxation of annuities, optional inventory 
valuations under LIFO, and so on. 

All of the proposed changes are calcu- 
lated to relieve the tax burden on specific 
groups of taxpayers; none of them pro- 
vides a general program that might benefit 
the unvocal groups of other minorities. In 
short, who is worrying about the hard- 
working, taxpaying citizen who stolidly 
plumps his payment check into the Treas- 
ury year after year and manfully shrugs 
off the disbursement as another concomi- 
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tant of the price of civilization? 

The third needed type of tax overhaul is 
one that falls along broad policy lines. 
Although a great deal of attention and 
thinking has been given to specific tax 
inequities and administrative reform, little 
attention appears to have been paid to long 
range objectives. The drafting of tax laws 
remains pretty much on the basis of what 
is politically feasible from year to year. 


A BROAD TAX POLICY FOR THE FUTURE 


Harking back to recent tax history, it 
will be remembered that the Korean 
“police action” began on June 25, 1950, 
and by September 23, 1950, Congress had 
enacted a stiffer tax law which raised indi- 
vidual tax rates effective October 1, 1950. 
Corporation rates were increased and an 
excess profits tax was imposed, both taxes 
being made retroactive to July 1, 1950. In 
this instance, Congress moved with com- 
mendable speed. Ideally, one could wish 
that it had acted even more promptly to 
raise individual tax rates because the 
national peril at that time, as it is today, 
was very great. 

During national emergencies, when the 
times call for heavy expenditures, it would 
seem that the individual tax sources must 
be quickly tapped, with the forthcoming 
revenue to be immediate. In the case of 
corporations, tax levies can be made retro- 
active, since, to quote an old saw, they do 
not vote. With individuals, a national 
emergency can be emphasized quickly by 
a tax boost since nothing is more likely to 

“crisis” to the average taxpayer as 
convincingly as will an extra levy on his 
pay envelope. 

The present excess profits tax law is 
scheduled to lapse on June 30, 1953, and, 
as this is written, the mood of the Congress 
is reported to be to let it pass into Limbo. 
Again, this would seem to be a matter of 
expediency when one considers that the 
original tax plan presumably was inte- 
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grated to the economic thinking that the 
time of our military build-up would stretch 
over a three year period. By the end of 
1952, it was assumed the country would 
reach a plateau of defense spending, after 
which outlays for military procurement 
would be on a replacement basis. “Excess” 
profits would be drained from corporate 
income statements, or at least be handled 
by higher normal and surtax rates, or 
through the renegotiation process. 

Due to production difficulties, the 1952 
steel strike, and other complicating factors, 
it now appears that the original military 
build-up will last longer than originally 
planned. Some programs such as that of 
aircraft procurement will reach into 1956. 
An armistice in Korea, an ostensibly softer 
mood of the new masters in the Kremlin, 
and emphasis of the administration on 
budget balancing, could all combine to pro- 
duce an even greater stretch out. If basic 
procurement programs are to stretch into 
the late 1950’s, it may be incorrect to per- 
mit the excess profits tax to lapse in June 
of 1953. Perhaps this tax should be contin- 
ued into a future year. The writer takes a 
neutral position on this point, but the in- 
tent is to suggest that goals of three years 
ago become unrealistic and impractical in 
an uncertain and changing world. 

Again, if the more sombre view is taken, 
war might eventuate in the late summer of 
1953, the traditional open season for Euro- 
pean wars. This country then would be 
plunged into a new emergency; Congress 
would be reconvened hastily, and the proc- 
ess of drafting new excess profits tax 
legislation would begin all over. Such 
legislation inevitably would be of a patch- 
work variety; in later years the courts 
would be clogged with tax litigation. 


STANDBY LEGISLATION 

As an initial proposal, it would seem 
that this country needs some sort of 
standby tax legislation that can be imple- 
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mented immediately by The Congress 
when an emergency appears. This type of 
legislation probably would require the serv- 
ices of a permanent Congressional com- 
mittee and a staff of experts. Such a staff 
might toil for years in close cooperation 
with The Congress to make sure it had 
legislative approval for any proposed new 
emergency laws. Then there should be 
no question about the political feasibility 
of enacting new taxes when an emergency 
presented itself. If and when the great 
emergency came, as surely one day it 
must, the unsung services of a committee 
on standby tax legislation would be proved 
to have been meritorious and eminently 
worthwhile. 

The time for enactment of emergency 
tax legislation would be simultaneous with 
Congressional recognition that an emer- 
gency existed. There would be no necessity 
to recognize the emergency first and later 
to think about drawing up hasty legisla- 
tion. The time of collection of the emer- 
gency taxes likewise would not be long 
delayed as happened during World War II. 


IMPLEMENTING TAX RATES TO BUSINESS 
CONDITIONS 


The general thinking on business condi- 
tions today is that there may be a moder- 
ate downturn in late 1953 which will con- 
tinue throughout 1954. It is anticipated 
that 1955 will witness an upturn, with 
business again humming by 1956. This is 
all necessarily in the nature of conjecture. 
Indeed, Arthur F. Burns, President Eisen- 
hower’s economist, has said, “Economists 
have not yet evolved, if they ever will, a 
technique for making dependable fore- 
casts.” 

Professor Burns’ statement, together 
with an examination of recent economic 
history, underlines the difficulty of predict- 
ing with any degree of certainty the future 
course of business. It is impossible to state 
whether 12 or 24 months hence this coun- 
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try’s complex economy will continue to 
function at today’s high standard or wil] 
be trying to extricate itself from a defla- 
tionary morass. Yet, by setting tax dead. 
lines to occur years in advance, the legisla. 
tors are attempting, in effect, to predict the 
future of business and non-economic world 
events. 

If times continue uninterruptedly pros. 
perous, a tax reduction could be unneces. 
sary and foolish. Reduced taxes, particu- 
larly personal ones, could simply add 
another fillip to the inflationary cycle by 
placing more money in the hands of con- 
sumers. A tax reduction might also mean 
the continuance of budget deficits in times 
of burgeoning prosperity which even the 
“we owe the national debt to ourselves” 
school of economists will admit to be 
unwise. 

Contrariwise, if business plummets 
downward, a tax reduction would appear 
both necessary and wise. A tax reduction 
at a time when recession threatens might 
encourage businessmen to take the wraps 
off future planned expansions and to go 
ahead with construction projects when the 
economy is most in need of a push from 
within. It will be recalled that the recession 
of early 1949 was marked by a drying up of 
capital investment. Only the general pub- 
lic, not to be denied any longer the satis- 
faction of owning a new house or motor 
car, saved the recession of 1949 from de- 
veloping into a full fledged depression. 

If a recession does arrive in 1954, the 
present day, inflexible tax structure is 
calculated to do no more than accentuate 
the downswing. Some measure of tax 
reduction might then be advisable to re- 
store the incentives that make men strive 
and achieve. 

If the powers of taxation are to be used 
to encourage and not to discourage, why 
should not a realistic plan of taxation be 
geared closely to the national income? In 
short, why should governmental revenue 
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ning not be tied closely to the upward 
and downward swings of the national 
income? This policy could be started by 
getting a year to be designated as “nor- 
mal.” Once the designated “normal” year 
has been agreed upon, corporate and indi- 
yidual income taxes could be geared to 
the upward and downward swings of the 
economy. 

If times continue good, additional taxes 
might head off further inflation. A lower- 
ing of taxes to accompany declining in- 
come similarly should result in placing 
liquid funds in the hands of individuals and 
corporations to provide a stimulus to 
business. The index to be used to ascertain 
any upward or downward adjustments 
might be those of the Department of 
Commerce, or similar, reliable statistics 
could be selected. 

In an attempt to find a “normal” year, 
the following statistics regarding national 
income will be of interest: 


National Year to Year 

Income* Percentage 

(millions) of Change 
1940 $ 81,300 
1941 103 ,800 +27.6 
1942 137 , 100 +32.1 
1943 169,700 +23.8 
1944 183, 800 + 8.3 
1945 182,700 — 0.6 
1946 180, 200 — 1.3 
1947 198 ,600 +10.2 
1948 223 ,500 +11.3 
1949 216,700 — 3.0 
1950 239 , 200 +10.3 
1951 277 ,600 +16.1 
1952 290 , 400 + 4.6 
1953 (Est) 295 ,000 + 1.6 

Average +10.8 


The national income for 1952 shows an 
over-all increase from 1940 of 257 per cent, 
and obviously any thinking based upon a 
return to prewar standards would be 
unrealistic. Neither can it be expected 
that the large, inflation-stimulated post- 
war increases in income will continue. 

Economic thinking must take the posi- 


nt S. Department of Commerce Survey of Current 
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tion that the post-war years are more 
truly indicative of things to come. A com- 
parison of post-war income statistics, using 
1946 as a beginning year, can be detailed 
as follows: 


National Year to Year 

Income Percentage 

(millions) of Change 
1946 $180,200 
1947 198,600 +10.2 
1948 223,500 +11.3 
1949 216,700 — 3.0 
1950 239 +10.3 
1951 277 ,600 +16.1 
1952 ¥ + 4.6 
1953 (Est) 295 ,000 + 1.6 

Average + 7.3 


The national income for 1952 shows an 
over-all increase from 1946 of 61.2 per cent. 
Here is reflected a better measure of the 
future economy with a sounder base for 
planning. The 1949 recession is accurately 
reflected in a three per cent downward 
change from 1948. The big upsurges of 
10.3 per cent from 1949 to 1950 and 16.1 
per cent from 1950 to 1951 reveal the effect 
of big wage rises and full employment 
brought on by the Korean war. From 1951 
to 1952, the increment in income levels 
off at 4.6 per cent while a downtrend in 
late 1953 could result in a decline. 


WHAT IS “NORMAL’’? 


In an endeavor to find a “normal” 
starting point, 1951 might be proposed as 
the year which best meets the qualifica- 
tion. Between 1951 and 1952 inflation 
levelled off to a modest amount. 1951 also 
was a year in which armament spending 
was building up. In future years, when the 
anticipated tapering off process occurs, 
arms spending may be expected to drop 
back to 1951 levels from the present high 
1952 pace. 

If 1951 were designated as “normal,” 
the tax rates prevailing in that year could 
be set as a standard for future tax assess- 
ments. In 1952, based upon the increase in 
national income, individual and corporate 
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taxpayers would have added 4.6 per cent 
to their computed taxes and paid accord- 
ingly. If 1953 should show a drop in 
national income of 2 per cent from 1951, 
taxpayers would adjust their taxes down- 
ward by that percentage. 


PRACTICAL CONSIDERATIONS 


What are the practical or administrative 
difficulties in the way of enacting such a 
plan? Very few, it would seem. Imple- 
menting the income tax payable to the 
national income could be accomplished 
simply by adding two additional lines to 
the income tax forms to provide for any 
addition to or reduction of the tax. The 
tax forms could be mailed out as usual. 
Shortly before the close of the calendar 
year, national income could pretty well 
have been determined. Then, the Bureau 
of Internal Revenue, with the consent of 
Congress,’ could simply issue an instruc- 
tion that a certain percentage be added to 
or deducted from the taxpayer’s income 
tax bill which would have been computed 
on the basis of the rates and tables pres- 
ently in effect. Fiscal year taxpayers 
would receive the same election later in the 
year. In this way it would be possible to 
secure realistic additions or deductions on 
the taxpayer’s final bill. He would not be 
forced to pay on the basis of rates set when 
the state of the economy was unknown. 

In lean years, the government might 
have to induge in deficit financing. In good 
years the deficit should be made up, and, 
on an over-all basis, things should balance 
off. This plan is related to realities—to 
things as they actually happen. In the bad 
years, the stimulus of a lessened tax burden 

* Constitutionality, Congress cannot delegate the 
taxing power which is a jealously guarded legislative 
prerogative. Thus, there would be a distinct necessity 
for close liaison with Congress which would have to 


approve the percentage adjustment in the yearly tax 
rates, 


to business in the coming year would be a 
real one. To individual taxpayers, smaller 
taxes would mean money flowing back to 
give them additional purchasing power 
that would help all business and lay the 
groundwork for a cyclical upswing in the 
economy. 


CONCLUSIONS 


The United States today is caught ina 
terrible dilemma. First of all, the country 
is under the necessity of staying strong and 
rearming against whatever new wars may 
be brewed up. Secondly, the nation is faced 
with the certainty that today’s weapons 
will be outmoded and obsolete a few years 
hence. Consequently, to stay abreast of 
potential enemies in the current arms race, 
enormous amounts must be poured into 
guided missile and atomic energy pro- 
grams. Both these developments, barring 
a real peace in the world, will take vast 
amounts of the country’s resources for 
years to come. Similarly, the free world 
must be kept strong to resist future ag- 
gressions, and vast outlays of money will 
be necessary to accomplish this. 

With huge expenditures predictable for 
years in advance, the taxpaying public 
should be given assurances as to where it 
stands. Tax bills should be kept fair and 
equitable as the national need and income 
dictates. 

In summary, then, in addition to ad- 
ministrative and similar reforms, it might 
be said that the best interests of the nation 
and the taxpaying public can be served by: 

1. Standby tax legislation to be imple- 
mented into law immediately upon the 
outbreak of war or similar crisis. 

2. Planning future tax rates in such a 
way that inflation will be discouraged and 
deflation combatted—a tax policy geared 
either to the excesses or the vicissitudes of 
the business cycle. 
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THE ROLE OF COST ACCOUNTING 
IN COST CONTROL 


Lewis R. Crum, Captain FC 


© BUSINESS runs itself. Like a 
N spinning top it soon will lose its 

momentum, wobble, and fall into 
bankruptcy. Like a top which must be 
repeatedly respun and reguided if it is to 
continue to spin, every business needs 
continuous stimulation and guidance if it 
is to be a success. The spinning hand for 
the business is the energetic, enthusiastic 
administration that manages it and the 
path that it follows is pointed out and 
guided by means of various control 
techniques. 

Prior to the development of large scale 
operations, top management was in a 
position to observe and possibly observa- 
tion was the means of control originally 
used. As the size and complexity of in- 
dustrial organization increased, observa- 
tion as a means of control became an im- 
possibility. Thus it is that the concept of 
formal control arose when the inadequacy 
of observation became recognized. In 
present day management, it is a central 
issue. The prevailing economy is of such 
a nature that the problem of control is 
uppermost in the minds of many firms. 

Management today find themselves in 
a struggle to keep their business operating 
along the road of success. Rising cost of 
labor accompanied by labor unrest and 
costly strikes, increased costs of materials 
and services, accounting for costs of de- 
preciation in terms of fifty cent dollars, 
mounting overhead costs, and the higher 
rates of federal income taxes are but a few 
of the major cost problems with which 
they are confronted. In past inflationary 
periods there were no legal restrictions on 
the decision of management to increase 
sales prices to keep pace with changing 


costs. Today, they find themselves in a 
typical squeeze situation. Regulation and 
price ceilings have clamped the lid on 
prices so tightly that management, in 
order to realize its objective of rendering a 
worthwhile service to the community while 
maximizing income and minimizing costs, 
finds its skills and ingenuities being pushed 
to their utmost. 

Despite the Capehart Amendment, the 
government is sitting on top holding the 
lid down, and there is no letting up in 
proportion to the pressure which our in- 
flationary economy is exerting from the 
bottom. This squeeze has forced some 
businesses off the scene in the American 
business picture. This situation is reflected 
in many business circles and rears its head 
in various statements, of which the follow- 
ing is typical. 

The present drastic increases in corporation 
taxes coupled with the decline in the value of the 
dollar, make it increasingly difficult, and in many 
cases impossible, for industry to provide neces- 
sary working capital and maintain and expand 
plant facilities, and to pay a reasonable return to 
stockholders. Unless the present trend in taxes is 
reversed, it will come dangerously close to the 


point of confiscation of the stockholder’s invest- 
ment.! 


MANAGEMENT AND CONTROL 


Currently, the need for strong cost 
control is the greatest it has ever been. Of 
course, cost control is not a “‘cure all,” for 
a great number of the costs are beyond the 
immediate direct control of management 
or control is effected by means other than 
through costs. Nevertheless, there are 
many costs which management should be 


1 Annual Report, 1951, International Harvester 
Company. 
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able to do something about. The need for 
alert and competent management to deal 
with such problems as remain under its 
control in such a manner as to insure the 
success of the business is so apparent as to 
require no comment. Before considering 
the subject of cost control it is well to 
understand the setting and proper rela- 
tionship of control in the management 
function. 

The term managing implies planning, 
organizing, directing, coordinating and 
controlling. Planning usually takes the 
form of a thinking process whereby the 
best line of action is selected. In organizing 
to carry out the selected plan the detailed 
program is formulated. With this plan in 
mind and the organization complete, 
management is in a position to pass on to 
subordinates an understanding and con- 
currence with the organizational plan. 
Generally, this is known as the directing 
function. Coordination is next. That is, 
the organization must have a definite goal 
and must be united in its efforts. Finally, 
it is necessary to follow up to make 
certain that the plans of operation are 
proceeding as desired. This requires an 
evaluation of the facts obtained and neces- 
sary action to correct the operation of the 
plan. This is one phase of control and is 
accomplished by setting up mechanisms, 
devices, or reports on selected operations 
to provide significant knowledge to man- 
agement. 

Men, material, machines, and money 
are the factors managed. Management 
endeavors to obtain the right proportion 
of the factors that go into the finished 
product. The right quantity and the right 
quality must be mixed so as to obtain a 
result that will allow a profit to be made. 
Each factor represents a cost incurred. 
Each cost incurred should add value in 
excess of its costs to the final product. If 
the factors are added in the right propor- 
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tion, the final total costs incurred plus the 
values added by the combination process 
should total a sum in the form of a selling 
price which should bring a return on the 
investment equal to a fair interest rate for 
the investment. Generally, this ideal situa. 
tion is not present. This is so because costs 
are incurred in uneconomical proportion 
and because business operations are sub- 
ject to the vagaries of the market. There- 
fore, the management function aims at the 
selection of the best final product to be 
produced through the use of the most eco- 
nomical factors but this objective must 
give consideration to limitations of the 
situations in which a business is operated. 

It is also the responsibility of manage- 
ment to see that these factors are used 
efficiently. That is, the most effective use 
of space, time, energy, and materials must 
be made. Idle machine and personnel time, 
excess Capacity, and scrap must be utilized 
to good advantage. Costs that do not add 
value must be abolished. Costs that do not 
add value in proportion to that which 
might have been added if the cost had 
been applied to the acquisition of other 
factors should be curtailed as a general 
objective. 

A hypothetical illustration of manage- 
ment at work should point out more 
vividly the proper function of control. 
Assume the XYZ Company desires to 
expand its operation utilizing excess 
capacity that is now available. Three im- 
portant problems are faced in planning its 
production of a new product and launching 
it on the market. First, the products which 
might be added must be investigated 
keeping in mind the type of excess capacity 
available. This is a problem of sifting out 
the impractical ideas and increasing the 
proportion of ideas worth considering. 
Second, the product must be selected after 
proper appraisal of possibilities. That is, it 
is necessary to know the potential demand 
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for the new product as well as the deter- 
mination of the extent to which demand 
can be changed by selling efforts. The third 
problem is that of actually producing the 
new product. Questions on technical pro- 
duction, selection of methods of distribu- 
tion, capital expenditures, layouts, and 
pricing policies must be answered. It is at 
this point that men, machines, material, 
and money are combined for creating the 
product, for creating demand, and for 
distributing the finished product. As ma- 
terial, labor, and overhead costs are in- 
curred, management must have some way 
of measuring their effectiveness in com- 
bining these factors. Any organization too 
large for personal supervision of senior 
management must function on a basis of 
reports and analysis of reports. The XYZ 
Company must provide for the accumula- 
tion of cost facts and figures at certain 
points to be used for control purposes, in 
the planning of production, acquisitioning 
of materials and labor, producing the 
product, and distributing the product. 
Control is a tool to measure the effective 
combination of the factors of management. 
“Control has been defined as the conscious 
directing or influencing of certain causes 
so that certain desired effects will result.’ 
To have control, management must have 
knowledge. Knowledge of how much ma- 
terial should be used in producing a 
finished product and knowledge of the 
price of the material contemplated being 
used in the final product must be compared 
with knowledge of how much material was 
actually used and the actual cost of the 
material used. Knowledge of the right 
proportion of labor costs contemplated 
must be compared with knowledge of 
actual labor costs incurred giving consider- 
ation to what the right proportion should 
have been as well as how effective that 


* Edwin M. Robinson, Business Organization and 
Practice (New York, 1945), p. 245. 
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used was used. Knowledge of the compo- 
nent parts of labor cost, price paid, and 
quantity used must be known. Lists of 
items of knowledge that must be known 
to have proper control could go on ad 
infinitum. 

To be useful, the knowledge must be 
accurate, adequate, and timely. To be 
accurate we refer not only to arithmetical 
accuracy, but to the reliability of source. 
Costs must be accumulated from the prop- 
er source of original entry or form used 
and at the point in production when it will 
reveal the information desired. To be ade- 
quate we require it to be sufficient for the 
purpose for which it was required in the 
beginning. To be timely, the knowledge 
must be in time to be of use. Knowing 
variances at the end of the year is cer- 
tainly not going to help this year’s costs. 
Information and knowledge must be kept 
up to date. 

Controls may be used to measure time, 
quality, and cost. Any control mechanism 
may be set up to measure them. A me- 
chanical device, a person, a machine, a ra- 
tio, a report, or a form are but a few of 
control mechanisms used to control. 

In the controlling of costs, knowledge 
and information is obtained from many 
sources, such as budget records, general 
rccounting records, financial accounting 
records, cost accounting records, program- 
ming and policy records, statistical re- 
ports, and audit reports. These various 
forms and records tie in with each other so 
as not to duplicate efforts. Each depart- 
ment charged with the responsibility of 
furnishing knowledge is evolving and de- 
veloping its own program in an effort to 
meet the need for sound management. 


MANAGEMENT AND COST ACCOUNTING 


Every accomplishment has its costs. 
Costs arise out of each cost transaction. 
“Cost is the amount of bargained-price of 
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goods or services received or of securities 
issued in transactions between independ- 
ent parties.’* 

Costs may be classified into three major 
groups: (1) costs to acquire, (2) costs to 
produce, and (3) costs to market. The pur- 
chase transactions by which management 
secures its materials and services incur the 
costs to purchase. When labor, machine 
processes, and overhead are added, costs 
to produce are confronted. In order to dis- 
pose of the manufactured product still 
other costs are incurred, distribution 
costs. 

All costs incurred represent costs of the 
past, present, or future. The task of the 
accountant is one of tracing costs and 
matching recognizable costs against cur- 
rent revenue. Costs which pertain to the 
future remain on the books as assets. 
Costs pertaining to the present must be 
properly assigned and accounted for as 
expenses. 

The general or financial accounting 
routine and procedures consist of gathering 
information as a result of cost transac- 
tions, measuring and classifying it, tracing 
internal transactions, and matching the 
costs with revenue of the past, present, or 
future. Cost accounting developed as an 
outgrowth of financial accounting to 
further segregate and specialize an area of 
costs which were particularly important or 
difficult to trace and match. Both the cost 
accountant and the financial accountant 
are concerned with costs. Certain areas of 
accounting for these costs have been trans- 
ferred to the cost accounting department. 
The special techniques, principles, con- 
ventions, and rules that are used by them 
in compiling data, assigning costs, and 
summarizing performance facts are known 
as cost accounting. 

Cost accounting furnishes management 


* W. A. Paton and A. C. Littleton, An Introduction 
to Corporate Accounting Standards (American Account- 
ing Association, 1940), p. 24. 
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with knowledge that may be used in deter. 
mining policies, procedures, and budgets, 
It analyzes current costs usually by ac. 
cumulating costs according to operations 
or stages of completion. Cost accounting 
working with budget accounting gives 
management predetermined standards 
that may be used as a comparison with 
actual costs. 

Present day practice is to confine the 
area of the cost accounting department to 
those costs required to produce. However, 
there is a strong tendency to include costs 
to acquire or costs to distribute within the 
assigned area. 

Each accomplishment resulting from the 
utilization of costs are the result of a series 
of cost transactions within the plant. By 
departmentalizing or dividing the proc- 
esses into cost centers, it is possible to 
assign costs according to areas of responsi- 
bility that will conform to the organization 
of the business. It is a generally accepted 
principle that costs should not be assigned 
to a cost center for which management 
cannot hold the individual in charge of the 
cost center responsible. It is appropriate to 
illustrate this well known function of cost 
accounting. 

A line foreman in a cigar manufacturing 
company can not be held responsible for 
the price paid for the tobacco and other 
ingredients going into the cigars. That 
responsibility belongs to the purchasing 
department to the extent that they can be 
held responsible for sound judgment in 
purchasing. Of course, many external fac- 
tors beyond the control of the company 
affect the price paid for tobacco which 
tend to rel_eve the purchasing department 
of complete responsibility for cost prices. 
On the other hand, the line foreman can be 
held responsible for the quantity of to- 
bacco used in making a box of cigars. In 
recognition of this responsibility firms 
have developed cost systems which call for 
tobacco consumption to be costed into a 
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production cost center at standard cost. 
This procedure separates the price vari- 
ance from the quantity variance, as any 
yariance from standard for the tobacco 
consumed would be a variance due to 
quantity used. The price variance would 
have been segregated so that management 
would be able to locate the source of the 
problem and attempt to measure the effec- 
tiveness of the purchasing department in 
buying. 

More specifically, cost accounting aids 
management by furnishing the following 
valuable knowledge or benefits: 

(1) A cost system may be established 
which sets procedures which aid in 
providing a strong organization. 

(2) Departmental costs may be ac- 
cumulated which will aid in setting 
policies of various types. 

(3) Product costs may be computed 
which will aid in setting price. 

(4) Process costs may be established 
which will aid in tracing costs in- 
curred to cost centers for inventory 
valuation. 

(5) Standard costs may be established 
which provide a yardstick for 
measuring efficiency. 

(6) Adequate internal control may be 
established by the system of ac- 
counting placed in effect. 

(7) Cost facts, trends, ratios may be 
furnished from which decisions 
may be made. 

(8) Trouble areas or high cost opera- 
tions may be spotted and cor- 
rective action taken. 

(9) Historical cost data may be ac- 
cumulated to help establish budget 
and performance standards. 

(10) Cost information may be obtained 
for special cost studies. 

(11) A more complete and accurate 
allocation of capital asset costs can 
be made. 

(12) Valuable information can be ac- 


367 


cumulated concerning labor costs 
to be used in solving wage and 
labor problems. 

(13) Special information concerning ex- 
cess capacity, idle plant and equip- 
ment, and idle labor may be 
obtained. 

(14) Special computations may be made 
to determine profitable lines. 

All of the above benefits are directly or 
indirectly related to cost control. Any 
knowledge provided which helps manage- 
ment exercise better judgment over cost 
decisions may be stated to relate to cost 
control. 

The cost accountant does not exercise 
managerial control. If the cost department 
is to function properly it can not be ex- 
pected to hold out the helping hand on one 
side and to maintain a stern disciplined 
hand on the other. After data have been 
properly furnished the responsible people, 
the cost accounting job is completed. 
Management must assume the responsi- 
bility of acting on the information fur- 
nished. It does not seem out of line to as- 
sume that in many instances management 
treats their cost problems like many 
obstetricians treat their patients. They sit 
around and wait for nature to take its 
course. Although certain facts are known, 
it is a matter of waiting for the inevitable 
to come. All costs of obtaining knowledge 
are unnecessary costs incurred unless that 
knowledge is to be used. 


COST ACCOUNTING AS A CONTROL 


Various concepts of cost complicate the 
problem of adapting a cost system that 
provides for adequate control. Different 
concepts of cost make it necessary for the 
cost accountant to know what manage- 
ment wants in the way of cost data, so that 
he may furnish information which will 
provide a proper basis for sound guidance. 

“Normally the cost accountant’s con- 
cept of cost is that portion of the expense 
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charge which has been assigned to the 
particular batch of production, territory, 
technological or administrative function, 
or other cost unit.’* This concept calls for 
an accounting system which operates upon 
a division of the enterprise into depart- 
ments, functions, or cost centers that con- 
form to the essential manufacturing 
process. 

The cost accountant is then concerned 
with proper assignment and allocation of 
costs according to responsibilities assigned. 
The normal concept of cost accounting is 
involved in and related to all of managerial 
control. Control presupposes effort di- 
rected toward a desired result. It can be 
secured at the time the cost is incurred or 
at a time after the cost is incurred. The 
cost accountant accumulates the costs 
after the costs are incurred. By computing 
ratios, making comparisons, and evaluat- 
ing reports, he can gather knowledge that 
will assist in controlling costs before they 
are incurred. Material, labor, and over- 
head are controlled under this concept by 
setting predetermined standards for each 
responsible cost center, adapting the ac- 
counting routines to the cost centers, and 
developing reports of cost data based on 
variances of actual costs and standard 
costs. 

Other cost concepts are valuable in 
expanding the use of cost accounting as a 
control. Total cost behavior, differential 
cost, imputed cost, replacement cost, 
marginal cost, sunk costs, opportunity 
costs, short run costs, long run costs, 
variable costs, incremental costs, control- 
lable and uncontrollable costs are cost 
concepts which open many possibilities for 
gathering cost data which may be useful 
by management in making decisions. 

During the present period of rising costs, 
the replacement cost concept should prove 


4 J. J. Neuner, Cost anne, Principles and Prac- 
tice (Chicago, Ill. p. 


to be a valuable and popular one. If the 
cost of materials is considered to be the 
cost of replacing the materials consumed 
at today’s prices, the resulting selling 
price should provide sufficient return of 
cash to provide for the purchase of new 
materials. The economic loss resulting 
from failure to cost correctly is not recog- 
nized by many authorities but must be 
taken into consideration by management. 

Opportunity cost concepts may be used 
similarly to the normal standard cost pro- 
cedure. For example, computations might 
be made in terms of opportunity costs so 
that the variances resulting will answer 
the question as to whether the company 
is producing the product at a cost no 
greater than if the goods were purchased 
at a particular stage. 

A recomputation of cost data expressed 
in terms of the normal concept so that it 
will be expressed in terms of another cost 
concept, should provide management with 
knowledge that will enable them to make 
sound decisions concerning expansion, pos- 
sible alternatives, departmental divisions, 
profitable lines, and similar problems. 

Cost accounting effects control by 
furnishing the knowledge necessary for 
management to influence variables and 
secure the desired result. Cost accounting 
is a means to an end. The end result is the 
action taken from the knowledge known. 
Costs have been definitely placed under 
control by cost accounting systems. If cost 
accounting did nothing but locate trouble 
areas and make foremen aware of costs, it 
would be worth the cost of the system. 
Actually it has done considerably more. It 
has been effective in reducing costs and 
keeping the reduced costs under control. 


THE IMPORTANT ROLE OF STANDARDS 


Possibly, the greatest area of growth of 
cost accounting as a control device, is in 
the development of standards. While 
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standards have various uses, their use as a 
yardstick for control may be pointed out 
by the simple illustration that follows. 

An employee might be asked to deter- 
mine the number of square feet of floor 
space in a particular section. After his 
determination, the first question to be 
asked might be “Is it large enough?” 
Stopping with this question, what answer 
can be given. Before that question can be 
answered it is necessary to have a yard- 
stick of comparison. First, the employee 
must know the use to which the area is to 
be put. Second, what is considered to be 
adequate? A personal opinion as to the 
adequacy might suffice. However, if the 
answer is to be the correct one, a standard 
must be known, so that comparison can be 
made and a decision reached. 

Personal opinions as to whether costs 
appear to be too high also might suffice. 
However, accurate comparison of costs in- 
curred with predetermined standards will 
tell management immediately that they 
have deviated from their yardstick. 
Management can then investigate the 
variance, find the reason for the variance, 
and take the appropriate action necessary 
to eliminate the variance. 

Standards play an important part in the 
cost system. It is by using them that cost 
accountants are able to relate cost vari- 
ances to the various cost centers to which 
they pertain. Materials, labor, and over- 
head can be costed into a cost center at 
the standard. After a cost determination 
has been made, any variance will relate to 
them because outside variances have been 
eliminated at the time they assumed re- 
sponsibility. It is only by use of predeter- 
mined standards that management is 
furnished witn a yardstick to measure the 
efficiency of operations. 

Many different standards may be set. 
Needs of various companies will vary 
according to their particular production 


layout and cost system. Some of the most 
common standards in use are the material 
price standards, material quantity stand- 
ard, labor price standard, labor quality 
standard, fixed burden standard, and vari- 
able burden standards. Cost standards are 
usually completed first in terms of units 
and then in terms of dollars. 

Businesses vary in methods of deter- 
mining standards. Most use past records 
as a base, then after conferences with 
responsible department officials arrive at a 
standard, having taken into consideration 
anticipated costs and events, and varia- 
tions for the future. Practices vary con- 
siderably as to the frequency of setting 
standards. Some businesses set standards 
after each run, others once a year, and still 
others do not change standards until major 
cost items have been materially changed. 
It is believed that standards should be 
set frequently enough so that any vari- 
ances from the standard will represent in- 
efficiencies of operation and not inaccu- 
racies of the standard. 


A REVIEW OF PRESENT CONTROLS AND 
MANAGEMENT NEEDS 


Continuous critical evaluation must be 
made of the cost reports used as a means 
of control. In the fast changing world of 
today, the cost accountant needs to sit 
back away from his detail, take a look at 
the cost system, and make a critical 
analysis of the controls. He must satisfy 
himself that the cost reports have kept 
pace with production methods and pro- 
cedures; that the cost reports are reflecting 
the proper cost concept; that the cost 
reports are giving management the cost 
data management desires and needs; that 
the cost centers conform to the assigned 
areas of responsibility; that sufficient 
analysis of cost data has been made so that 
costs can be traced; that all the reports 
are still needed; and that the cost reports 
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are adequate, accurate, and timely. An- 
swers to the problems and the procedural 
aspects of the solutions can best be pointed 
out by reference to the iceberg principle as 
applied to dollar variances. 

The unfavorable or favorable variance 
total which is shown from variance reports 
is not a simple figure. Instead it is the net 
difference between the total amount of a 
number of unfavorable variances and the 
total amount of a number of favorable 
variances. The variance total is like an ice- 
berg.® Part of it is in plain sight, but there 
is more to it than meets the eye. Part of it 
is at first invisible, like the part of an ice- 
berg below the water line. The part you 
can’t see is often bigger than the part that 
is visible. 

An hypothetical example may illustrate 
the “iceberg” principle. If the manage- 
ment of an ice cream concern knew only of 
the total variance of labor applied, 
$160.00, it would know only a part of its 
problem. 

From the Weekly Labor Variance Re- 
port, more of the problem can be seen. 


WEEKLY LABOR VARIANCE REPORT 


Unfavorable Favorable 


108.00 
16.00 
75.00 
Hardening Room...... 24.00 


It is known that the problem represents 
a total figure of $330.00, not $160.00 as 
previously indicated. A favorable variance 
may be as significant as an unfavorable 
variance. It is further known that the 
majority of additional labor cost occurred 
in two departments, Receiving and Mixing 
Departments. 

However, the question remains as to 


5 Richard D. Crisp, How to Reduce Distribution Costs 
(New York 1948), p. 15. 
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whether the variance in the Mixing De. 
partment was due to the price paid labor or 
to excess labor used. A report of the Mix. 
ing Department’s labor costs may further 
reveal more of the “iceberg.” 


Mrxinc DEPARTMENT LABOR VARIANCE 


Price Vand 

Employee Vari — 
Unfavorable Favorable 

A $ 8.00 $10.00 

B 16.00 $77.00 

Cc 16.00 5.00 

D 8.00 2.00 
Total $48.00 $77.00 $17.00 


A variation in price paid employees in 
the Mixing Department then would be 
spotted. A survey might reveal the blanket 
raise awarded recently to be the cause of 
the price variance. It may be necessary to 
reset the standards immediately. 

The quantity variance shows only one 
employee out of line. All others put in less 
time than standard in relation to volume of 
output. A further analysis of Employee B 
should be made. It may be found that the 
“iceberg” now reveals Employee B had 
many hours of “down time”’ while operat- 
ing the mixing tank which was due to 
technical difficulty beyond his control or 
it may be found that it was due to some 
other fundamental cause that can be 
corrected. 

An analysis such as this simple illustra- 
tion is an important one in revealing cost 
facts. There are many different approaches 
to this problem. The cost accountant at- 
tempts to isolate his problems in such 
manner. 

Machine accounting has added materi- 
ally to the effectiveness of the work of cost 
accountants. Through the use of machines, 
he is able to furnish figures that are more 
accurate and furnish them sooner than he 
has been able to in the past. It is possible 
with only one Key Punch operation to 
compute many different variance reports, 
utilizing various sorting and tabulating 
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devices. The cost of tabulating the infor- 
mation can be reduced providing the 
yolume of activity is great enough to offset 
the rental on the equipment. 

Cost accountants have only scratched 
the surface in the field of distribution 
costs. Excessive costs have made this field 
particularly vulnerable to the cost ac- 
countants’ “tried and true” techniques 
that have been developed greatly in the 
past decade. 

Another undeveloped area lies in the 
feld using marginal costs. “Given a 
specified output the marginal cost may be 
defined as the change in total cost resulting 
from the production of one more unit or 
one less unit.”® The economist has found 
this costing approach very useful. Joel 
Dean Associates’ has done considerable 
work in this field. The cost accountant has 
found that in selecting an entire run or 
batch as his unit, marginal cost can be 
measured. The economist would use a 
smaller unit. 

Marginal cost is especially useful in 
comparing and charting output to deter- 
mine the theoretical point at which mar- 
ginal revenue equals marginal cost. Mar- 
ginal revenue may also be determined 
which will be useful in other calculations. 

The role of cost accounting in cost con- 
trol, as previously discussed, appears to 
be an important part in the management 
function. In order to tie down and present 
explicitly the utilization of cost accounting 
for cost control, a study of the operations 
of a satisfactory cost system is presented. 


SUMMARY 


In one sense, the role cost accounting 
plays in cost control might be likened to 
the part that an inspector plays in quality 
control on the production line. The pro- 
duction processes are established after 


*Carl Devine, Cost Accounting and Analysis (New 
York, 1950), p. 564. 
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careful engineering studies and planning. 
Quality is maintained by physical inspec- 
tion and testing by the inspector. The ac- 
counting procedures have been established 
so as to accumulate facts concerning costs 
in a scientific manner adapted to the pro- 
duction system. At various points in the 
cost accounting procedures are various 
control or “inspector” points where re- 
ports concerning cost knowledge may be 
made for management use in the guidance 
of the business. However, the role of cost 
accounting differs from that of the in- 
spector in that cost accounting also as- 
sumes a partial responsibility for the 
establishment of economical and efficient 
production procedures. 

The role that cost accounting plays 
assumes more importance when the meth- 
ods and techniques developed are applied 
to costs to acquire and costs to distribute. 
Under various cost concepts, these same 
techniques can be applied to retail, whole- 
sale, and service businesses. 

The imputed cost concept may be useful 
in determining profitability of depart- 
ments. The replacement cost concept 
allows for rising prices of material costs 
and permits proper replacement of ma- 
terials. The sunk cost concept is helpful in 
determining the acquisition of new ma- 
chinery. The opportunity cost concept will 
aid management in determining whether 
to buy or produce materials at various 
stages in the production process. The 
marginal cost concept is used to determine 
the most profitable point of production 
and in some cases in setting special sales 
prices. The differential cost concept is use- 
ful in many cases but especially if the 
plant is operating at less than full capacity 
and the product sold is on an open market. 
From its use it is possible to determine 
whether or not a particular order should be 
accepted. 

The cost accountant must recognize 
that there are limitations to the use of cost 
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data in controlling costs. The improper present costs, the cost accountant must 
cost concept may be used and the facts curtail his cost efforts. 

distorted. Other external and internal fac- The guideposts for the business are built 
tors may outweigh the cost data presented from the framework and structure of the 
resulting in necessary decisions just the cost accounting system. The cost account. 
opposite of cost facts. Accumulating cost ant’s role within the business structure js 
facts can be a heavy expense. Unless the here to stay. Industry should continue to 
results obtained from the work performed progress on its directed path as long as 
to obtain the cost figures can be used to management keeps alert to the ever chang- 
reduce costs or provide adequate control of ing costs of the firm. 
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THE VALUATION OF ACCOUNTS 
AT CURRENT COST* 


Myron J. GORDON 
Assistant Professor, Massachusetts Institute of Technology 


demands on corporate income by 

government, stockholders, labor, and 
the consumer have given rise to considera- 
ble dissatisfaction with the traditional 
historical cost conventions. The alterna- 
tive that has received fairly wide investi- 
gation and support is the presentation of 
supplementary statements in which pur- 
chasing power historical cost is the basis 

of valuation and income determination. A 
second alternative, one that is believed to 
deserve more consideration than it has 
received is the replacement of historical 
cost with current cost. 

The purpose of the present paper is (1) 
to formulate a workable definition of cur- 
rent cost, (2) to present and illustrate a set 
of rules for the valuation of accounts by 
which financial statements may be pre- 
pared on a current cost basis, and (3) to 
establish the measures of real income and 
net worth that can be derived from ac- 
counts under this basis of valuation. 

It is not within the scope of this paper to 
undertake a comparative evaluation of 
current cost and purchasing power his- 
torical cost. However, the two methods of 
valuation both rely on index number 
adjustment of historica! cost accounts, and 
their differences are not easily recognized. 
Therefore, a review of their major char- 
acteristics is undertaken to provide a 
foundation for the more technical dis- 
cussion that follows. 

_* The author has benefited from discussions with 
his colleagues Professors Thomas M. Hill and Robert 
G. James and from comments on an earlier draft of this 
paper by Professor Willard J. Graham and Mr. E. 


Stewart Freeman. 
1 The difference between the two alternatives may 


Ts COMBINATION of inflation and the 


Under a current cost basis of valuation, 
the assets carried forward: from the prior 
period are raised (lowered) to their current 
cost. This requires no change in the mone- 
tary assets and liabilities, since the dollar 
prices of these assets are invariant over 
time. Each non-monetary asset carried 
forward is adjusted to current cost with 
the index number appropriate to the ac- 
count. The gains or losses on the assets 
carried forward are called capital gains, 
and they are not taken to net worth 
through the regular income statement. 

The expenses charged to revenue as well 
as the asset accounts are adjusted to cur- 
rent cost, with the consequence that the 
regular income statement reflects only 
operating income. The change in net worth 
is, therefore, made up of (1) capital gains— 
the rise in the cost of the assets carried 
forward from last year, and (2) operating 
income—the difference between sales rev- 
enue and the current cost of the assets 
sold or consumed. 

The change in net worth is not the year’s 
real income, because the opening net worth 


also be suggested by the authors associated with each. 


historical cost are R. C. Jones, “Effect of Inflation on 
Capital and Profits: The Record of Nine Steel Com- 
panies,” Journal of Accountancy, 1949, 9-29; Russell 
Bowers, “Business Profit and the Price Level,” Ac- 
COUNTING Review, 1951, 167-79, and E. Stewart 


Among those who use or advocate purchasing power >) 
{ 


Freeman, Profit Figures Are The | 
er 


Controller, 1951, 564 ff. Also purchasing power histori- 
pti is supported by the Committee on Concepts 
an tan 


dards, American Accounting Association, | 


| 


“Price Level Changes and Financial Statements,” | 


AccounTING Review, 1951, 468-74. On the other 
hand current cost is strongly advocated by William 
Blackie, “What Is Accounting Accounting for— 
Now,” N.A.C.A. Bulletin, 1948, 1349-78, and by Joel 
Dean, ‘Measurement of Profits for Executive De- 
cisions,” ACCOUNTING REvrew, 1951, 185-96. 
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is based on asset valuations at last year’s 
cost, while the closing net worth is based 
on asset valuations at current year’s cost. 
Real income is the purchasing power in- 
crease in net worth, and in order to meas- 
ure it the opening net worth is converted 
to dollars of current purchasing power 
with a general price index. 

It should be noted that the dollar re- 
mains the unit of account under current 
cost. The major distinction between it and 
historical cost is that the recognition. of 
changes in asset values (in the unit of 
account) is not deferred until sale takes 
place. The significant consequences of the 
procedure are: (1) the balance sheet at the 
close of each year reports assets at the 
costs prevailing during that year; (2) the 
capital gains arising from changes in asset 
costs are separated from operating income; 
and (3) real income is readily determined 
by adjusting the opening net worth with a 
general price index. 

By contrast, the purpose under pur- 
chasing power historical cost is to sub- 
stitute the purchasing power of the dollar 
for the dollar as the unit of account. To 
achieve this, the opening balance sheet 
accounts are adjusted to the current 
purchasing power of their historical cost,” 
and the adjustment is deducted from the 
change in net worth for the purpose of 
calculating current income. Under this 
method capital gains or losses on the 
relative price movements of assets are 
recognized at time of sale and not before, 
but purchasing power price movements of 
assets are recognized and excluded from 
income as they occur and not at time of 
sale. The income account, therefore, 
includes both operating income and the 
gain on the assets sold due to the difference 
between current costs and historical (ad- 


* The closing balance sheet accounts with the ex- 
ception of the deferred cost accounts, which also must 
be adjusted, are considered to be at the current pur- 
chasing power of their historical cost without adjust- 
ment. 
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justed for the general rise in prices) cost, 
Also, the balance sheet accounts are not at 
current cost, but at historical cost jp 
dollars of current purchasing power. 


I. DEFINITION OF CURRENT COST 


Current cost financial statements are 
established most conveniently by adjust- 
ing accounts which are kept on a historical 
cost basis. These adjustments are made 
here within the following framework. 
First, it is assumed that the only informa- 
tion available is that found in the pub- 
lished financial statements of a firm. 
Although this assumption results in rules 
of measurement that are more arbitrary 
and data that are somewhat more subject 
to error than would be the case with 
adjustments from internal records, the 
assumption is, nonetheless, desirable. By 
limiting the available information to that 
usually found in published statements it is 
possible to relieve the exposition of a maze 
of details that are not essential to the argu- 
ment. Furthermore, the preparation of 
financial statements based on current cost 
is most easily carried out from summary 
accounts, and any testing of the method 
described here is likely to begin with the 
adjustment of published statements. 

The second general characteristic of the 
method is that current cost is defined as 
that cost prevailing during a period—not 
at the end of a period. Therefore, where 
the outlay is made during a period, the 
cost actually incurred is the current cost 
and no adjustment is necessary. Where the 
outlay is made in a prior period, the cost is 
adjusted to a current basis by an index for 
the current period relative to that of the 
prior period. 

The more common practice is to value 
income statement accounts at cost during 
the period and balance sheet accounts at 
end of period cost. However, under this 
practice an additional and complicated set 
of adjustments are necessary to reconcile 
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the income statement and balance sheet 
accounts.? Since the difference between 
cost during a period and cost at the end 
of the period is generally small, the sim- 
plicity achieved by using only cost during 
the period is believed worth the loss in 
accuracy. 

The third general characteristic of the 
method is that a general index, such as the 
cost of living, is not used to adjust the 
accounts. For each account requiring ad- 
justment the price index is of a homogene- 
ous class of assets which includes those in 
the account. The use of a specific index for 
each account rather than a general index 
for all accounts follows from the use of 
current cost rather than purchasing power 
historical cost as the basis of valuation. 
The appropriateness of the index used for 
each account is, of course, limited by the 
knowledge of the assets included in the 
account, the index numbers available, and 
by the criterion of objectivity. 

The limitations of index numbers as an 
instrument of measurement and of current 
cost as a basis of valuation are two im- 
portant theoretical problems. Although it 
is not within the scope of this paper to 
review these issues,‘ it is advisable to 
comment briefly on the content of current 
cost as it is used here. 

It is generally understood that in the 
absence of market imperfections, such as 
monopoly and ignorance, current cost 


‘For an illustration of the complications encoun- 
tered see Bowers, op. cit., pp. 174-75. 

‘For the economist’s criticism of cost as a basis of 
evaluation, see Sidney S. Alexander, “Income Measure- 
ment in a Dynamic Economy,” in Five Monographs 
m Business Income (New York: Study Group on 
Business Income of the American Institute of Ac- 
countants, 1950), pp. 1-96. For a comprehensive re- 
view of the subject and a bibliography, see The Study 
Group on Business Income, Changing Concepts of 
Business Income (New York: Macmillan Co., 1952). 
On the limitations of index numbers, see W. W. Cooper, 
‘Index-Number Adjustments of Financial State- 
ments,” The Illinois Certified Public Accountant, June, 
1951. See also Research Department of American In- 
stitute of Accountants, “An Inquiry Into the Relia- 
bility of Index Numbers,” Journal of Accountancy, 
April, 1949, pp. 312-19. 
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should agree with market value. However, 
although the monetary and inventory 
accounts are a reasonably good approxi- 
mation of market value, the plant account 
does not represent current cost in this 
sense. Rather, the account measures for 
each asset the unexpired historical cost 
adjusted by an index of the change in cost 
of a broad classification of new assets be- 
tween the period of acquisition and the 
current period. This quantity differs from 
market value in that (1) historical de- 
ferred cost is arrived at by means of 
arbitrary, generally straight-line, deprecia- 
tion charges; (2) an index of the cost of 
new assets is used to adjust used assets; 
and (3) the impact of technological change 
on a firm’s assets may differ radically from 
the recognition of technological change in 
an index number designed to cover a 
broader group of assets. 

Since there may be some question re- 
garding the logic of calling current cost an 
asset valuation different from market 
value, the theory behind the concept is 
given below. Current cost and market 
value at any moment have been considered 
identical under the assumption that no one 
would acquire an asset at a cost greater 
than its market value and no one could 
acquire the asset at a cost less than its 
market value. However, this agreement 
has been established by reference to a 
non-existent phenomenon—a prevailing 
market for the asset. Actually, the market 
for plant assets is, at best, sporadic, and, 
therefore, current cost and market value 
cannot be derived from a market price. 

In the case of plant assets a more ab- 
stract reference than market price is 
necessary for the measurement of current 
cost and market value. We can take as 
market value the present value of the 
future resources expected from the em- 
ployment of an asset, and we can take as 
cost the outlay of resources made to 
acquire the asset. The current cost of an 
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asset for which the actual outlay was made 
on a prior date is the cost of the current 
outlay of resources required to produce the 
asset. Current cost, therefore, coincides 
with the cost of replacement by manu- 
facture. The expectation of future re- 
sources from the employment of the asset 
may either not warrant the outlay or more 
than warrant the outlay. In either case the 
asset’s market value and current cost will 
differ. 

Although the correspondence between 
this definition of current cost and the data 
produced under the above rules of meas- 
urement is far from perfect, use of its 
alternative—market value—would raise 
far more formidable problems. First, an 
objective set of rules for measuring the 
market value of plant assets could not 
easily be established. Next, although the 
plant account could be assumed to be at 
market value, there would still remain the 
problem that with market value the sum 
of its parts is not equal to the whole. The 
market value of a firm is the present value 
of the associated future receipts, and the 
goodwill recognized in this calculation is 
not recognized in the cost to the firm of its 
assets. Furthermore, both the estimation 
of future receipts and the risk calculation 
in arriving at their present value vary 
among individuals. Finally, the valuation 
of a firm which is arrived at by aggregating 
market value over the equity accounts 
need not agree with any of the previous 
valuations. 


II, ADJUSTMENT OF THE ACCOUNT 
Data for the Adjustments 


The method by which historical cost 
financial statements are adjusted to cur- 
rent cost is illustrated in subsequent sec- 
tions through adjusting entries to a set of 
financial statements. Purely hypothetical 
data frequently result in peculiarities that 
detract from the usefulness of an illustra- 
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tion. Therefore, the data presented for 
these adjustments are derived from the 
published financial statements of a reg] 
company. Also, the index numbers used 
are thoss appropriate to the accounts, 
The balance sheets and income state. 
ments of the XYZ Farm Equipment Cor. 
poration for the years 1947 and 1948 are 
shown in Exhibit 1. XYZ values its ip. 
ventory on a FIFO basis, and its plant is 
valued at original cost less straight-line 
depreciation. The adjusted statements are 
presented in Exhibit 2. Both the balance 
sheet and income statement for 1947 are 
assumed given as a result of prior adjust- 


Exhibit 1 


Historical Cost Financial Statements of the 
XYZ Farm Equipment Corporation 


Balance Sheet 
Assets 1947 1948 
U.S. Government Securities. .. 31,900 6,000 
67,100 77,400 
Plant and Equipment, cost... . 90,700 106,700 
Less Allowance for Deprecia- 
Equities 
$ 18,400 $ 20,200 
9,500 19,500 
Reserve for Employee Pensions 13,100 15,300 
Capital 60,900 60,900 
Retained Earnings........... 98,500 115,300 
$227,500 $254,700 
* Deduction. 
Income Statement 
1947 1948 
Less: Cost of Goods Sold (La- 
bor and Material).... 155,100 229,700 
Depreciation........... 3,200 4, 
Selling and Other Ex- 
Income Taxes.......... 14,600 21,000 
Net Income After Taxes...... $ 16,400 $ 27,100 
Less: Dividends............. 8,200 10,300 
Income Retained in Business.. $ 8,200 $ 16,800 
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Exhibit 2 


Current Cost Financial Statements of the 
XYZ Farm Equipment Corporation 


Balance Sheet 
Assets 1947 1948 
$ 47,300 $ 66,300 
U.S. Government Securities. . 31,900 6,000 
Plantand Equipment, cost.... 127,300. 157,900- 
Less Allowance for Deprecia- 
Equities 
17,100 23,500 
eee 19, 500 19, 500 
Reserve for Employee Pensions 13,100 15,300 
Retained Earnings........... 73,500 81,000 
Aggregate Capital Gain...... 46,000 61,900 
$248,500 $282,300 
* Deduction. 
Operating Income Statement 
1947 1948 
Less: Cost of Goods Sold (La- 
bor and Material)... . 168,100 237,100 
Depreciation........... 4,600 6,500 
Selling and Other Ex- 
Income Taxes.......... 14,600 21,000 
_ $210,700 $292,500 
Net Operating Income After 
Less: Dividends............. 8,200*  10,300* 
Operating Income Retained in 
$ (6,200) $ 7,500 
Statement of Current Capital Gains 
1947 1948 
Inventory Capital Gain. ..... $ 13,000 $ 7,400 
Plant and Equipment Capital 
Total Capital Gains......... $ 23,800 $ 15,900 


ments. The problem at hand is the deriva- 
tion of the adjusted statements for 1948. 
For this, information from the adjusted 
1947 balance sheet is used. The 1947 in- 
come statement is included to provide data 
= inter-period comparisons to be made 
ater. 
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The index numbers used to adjust the 
1948 statements to current cost are the 
Bureau of Labor Statistics Wholesale 
Price Indexes presented in Exhibit 3. The 
index for agricultural machinery and 
equipment is used to adjust the merchan- 
dise accounts, and the other two indexes 
are used to adjust the plant and equip- 
ment account. This account is assumed to 
include plant and equipment in a 40/60 
ratio, and the weighted average of the two 
indexes is 111.6. Greater accuracy, par- 
ticularly in the depreciation charge, is ob- 
tained by breaking the account down into 
plant and equipment and adjusting the 
two accounts separately. However, the 
information necessary for this breakdown 
is here assumed to be unavailable, al- 
though this is not always the case. 


Exhibit 3 


Wholesale Price Indexes Used to Adjust 
1948 Statements 
(1947 = 100) 


Index Number 1948 Value 


Agricultural machinery and equipment. 111.1 
Building 11 
Metals and metal products........... 


Source: Bureau of Labor Statistics, Index of Wholesale 
Prices as reported in Statistical Abstract of the 
United States, 1950, U. S. Department of 
Commerce, table 330, p. 280. 


Some explanation of the relation be- 
tween the adjusted and unadjusted state- 
ments for 1947 is desirable. The cash, 
receivables, and liability accounts are the 
same on the two balance sheets, for the 
stated amounts are the current values re- 
gardless of when the assets were acquired 
or the liabilities were incurred. The in- 
ventory account is also the same on the 
adjusted and unadjusted balance sheets, 
but the reason for this differs from the one 
given above for the monetary assets. The 
inventory was acquired during 1947, and 
since current cost is cost during a period 
the historical cost of the inventory is its 
current cost on December 31, 1947. 
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The equipment and plant account, how- 
ever, is higher on the adjusted than it is on 
the unadjusted statement, for these assets 
were acquired over a number of years end- 
ing with 1947. This account may be put 
ona current cost basis in a number of 
ways with the information provided in 
published financial statements,’ and we 
will not concern ourselves with the prob- 
lem here. Not only the unexpired portion 
of the account, but the gross cost and the 
allowance for depreciation are also stated 
at their 1947 cost. 

The derivations of the aggregate capital 
gain® and the adjusted retained earnings 
accounts require some explanation. As- 
sume that the firm went on a current cost 
basis in 1939. On this date retained earn- 
ings is unchanged, and a capital gain is 
recognized in the amount of the excess of 
current over historical cost of the plant 
account. Under historical cost retained 
earnings is credited in each subsequent 
year with the excess of the year’s revenue 
over the historical cost of the assets con- 
sumed, but under current cost only the 
excess of revenue over the current cost of 
the assets consumed is carried to retained 
earnings. The balance—the difference be- 
tween the historical and current cost of the 
inventory and plant charged to revenue— 
is credited to capital gain. Therefore, re- 
tained earnings is reduced by and aggre- 
gate capital gain includes the excess of 
current over historical cost of the assets 
expensed since 1939. Aggregate capital 
gain also includes the excess of current 
over historical cost of the unexpired plant. 

The 1947 income statements differ only 


*E.g., see R. D. Kennedy and S. Y. McMullen, 
Financial Statements (Rev. ed., Homewood, Iil., Irwin, 
1952), pp. 327-32 and 346-48. 

* The proper title for this account is difficult to find, 
since there is strong objection to the suggestion that 
the account reflects income. However, for the present 
it seems advsiable to designate the account with the 
term traditionally used for such changes in wealth. 
It may be noted in passing that under the conditions 
of a going concern these capital gains may be con- 
sidered unrealized. 
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in the cost of goods sold and the deprecig. 
tion expense accounts. Revenue and other 
charges to revenue are transactions which 
took place during 1947 and, therefore, are 
on a current basis as reported. The adjust. 
ments to depreciation and to cost of goods 
sold raise these expenses to their current 
costs. The current capital gain accounts 
measure the gain due to the adjustment to 
1947 costs of the inventory and net fixed 
assets carried forward from 1946. The 
content of these accounts is further ex. 
plained below in the derivation of the ad. 
justed accounts for 1948. 


Merchandise Accounts 


Since the inventory and cost of goods 
sold accounts are related to each other, it 
is convenient to discuss them together. 
The debits to the 1948 inventory account 
include the purchases during the year and 
the inventory carried forward from 1947. 
The purchases during the year are at 1948 
current cost and require no adjustment. 
However, the inventory carried forward is 
at 1947 cost, and its 1948 cost value is 
equal to the unadjusted amount times the 
1948 index, or ($67,000) (111.1) = $74,500. 
The journal entry by which the inventory 
carried forward is adjusted reads as 
follows: 


(1) Dr. Inventory............. 


$7, 
Cr. Inventory Capital Gain....... $7 ,400 


The inventory carried forward from 1947 
is also included in the credits to the in- 
ventory account and in the charges to cost 
of goods sold. To put these entries on a 
current basis the following adjusting 
entry is necessary: 


(2) Dr. Cost of Goods Sold.... $7,400 


It is assumed above that all the inventory 
carried forward from 1947 is sold during 
1948. 

As is apparent, the adjustments to the 
inventory account cancel each other out, 
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leaving the adjusted and unadjusted 
balances equal. The net effect of the entries 
is to reduce operating income through the 
increase in cost of goods sold and to recog- 
nize that this amount is a capital gain. 


Plant and Equipment Accounts 


For the adjustment of the plant and 
equipment accounts it is necessary to know 
in addition to the information contained 
in the previous exhibits: (1) the additions 
and retirements during 1948, and (2) the 
index of current relative to historical cost 
of the retirements. The additions and re- 
tirements are included in Exhibit 4, and 
the index of the current cost of the retire- 
ments is assumed to be 150.’ 


Exhibit 4 


Detailed Statements of Plant and 
Equipment, 1948 


Tiile Amount 
Original Cost of Property 
Balance at beginning of year......... $ 90,700 


Balance at end of year.............. 106,700 
Allowance for depreciation 

Balance at beginning of year......... $ 38,600 

Plus depreciation charge............. 4,600 


* Deductions. 


The first step in putting the fixed asset 
accounts on a 1948 current basis is the 
adjustment of the plant and equipment 
carried forward from 1947. The balances 
shown in the adjusted balance sheet for 
1947 are on a 1947 cost basis. Therefore, 
to put the cost carried forward from 1947 
on a 1948 cost basis all that need be done 
ls multiply the gross account and its 
reserve by the appropriate indexes for 
1948 relative to 1947. The resulting ad- 

™The value of the index may be established as fol- 
lows. Starting with the 1947 additions, add the addi- 
tions in prior years until they equal the gross account 
in the 1947 balance sheet. The retirements during 
1948 are assumed to be the assets acquired during the 
earliest period included in the above summation, and 


the index of the period relative to 1948 is the index 
number for adjusting the retirements to 1948 costs. 
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justed quantities are: 
Plant and equipment, 


($127 ,300)(111.6) = $142, 100 
($54, 200)(111.6)= $60,500 


The journal entry by which the accounts 
are put on a 1948 cost basis is: 
Dr. Plant and Equipment Cost $14,800 
Cr. Allowance for Depreciation....... $6,300 
(3) Cr. Plant and Equipment Capital Gain 8, 
It should be noticed that only the unex- 
pired portion of the increase in the cost of 
the plant and equipment is a capital gain. 
The second step is the establishment of 
the current cost of the retirements during 
1948 through multiplying their original 
cost by the index of current relative to 
original cost. The adjusted retirements are 
($400) (150)=$600, and the adjusting 
entry to put the retirements on a current 
basis is: 
Dr. Allowance for Depreciation..... 
(4) Cr. Plant and Equipment Cost......... 
The derivation of the current cost gross 
plant and equipment account on the 1948 
balance sheet may now be summarized as 
follows: 


Balance rnadjusted 1947 balaace sheet.. $ 90,700 
Plus prior period adjustments to current 

Equals balance adjusted “1947 balance 

Plus adjustment to 1948 current cost... 14,800 
Plus additions during 1948............. 6,400 
Less retirements adjusted to 1948 cost. . 600* 


$157,900 


The additions during 1948 are taken from 
Exhibit 4 without adjustment since they 
were made at costs prevailing during 1948. 

The third and last step in putting the 
plant and equipment accounts on a cur- 
rent cost basis is the determination of the 
current cost depreciation for 1948. This is 
accomplished by: (1) establishing the de- 
preciation rate implicit in the unadjusted 
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gross plant and depreciation accounts, and 
(2) determining the depreciation on the 
adjusted plant account at this rate. The 
depreciation rate is calculated to be $4,600 
+ $90,700=.051, and the current cost of 
the 1948 depreciation is ($127,300) (.051) 
= $6,500. 

The journal entry by which the adjust- 
ment to the depreciation charge is recog- 
nized is: 

(5) Dr. Depreciation Expense... .. 


$1, 
Cr. Allowance for Depreciation....... $1,900 


The debit to depreciation expense charges 
operations with the current cost of the 
assets used and removes from operating 
income the amount attributable to the use 
of low cost assets acquired in prior years. 
The credit to allowance for depreciation 
puts the expiration of the plant carried 
forward from 1947 on a current 1948 cost 
basis.® 

The adjusting entries which put the 
allowance for depreciation at the close of 
1948 on a current cost basis are sum- 
marized below. It should be noted that the 
adjustment to current cost in 1948 of the 
allowance for depreciation that is carried 
forward from 1947 merely offsets the simi- 
lar adjustment to the plant and equipment 
cost which expired prior to 1948. Only the 
adjustment to the 1948 depreciation is 
charged to income. 


Balance unadjusted 1947 balance sheet... $38,600 
Plus prior period adjustments to current 

Equals balance adjusted 1947 balance 

54,200 
Plus adjustment to 1948 current cost... . 6,300 
Plus depreciation adjusted to 1948 cost... 6,500 
Less retirements adjusted to 1948 cost. . . 600* 


* Deduction. 


8 It may be noted that entries (2) and (5) parallel 


each other as do entries (1) and (3). Entries (1) and 
(3) raise the inventory and plant accounts to current 
cost and recognize the corresponding capital gains. 
Entries (2) and (5) charge revenue with the portions 
of the current cost adjustments which expire currently 
and reduce the asset accounts correspondingly. 
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Income and Net Worth Accounts 


The foregoing adjusting entries change 
the 1948 income statement into the operat. 
ing income and capital gain statements 
shown in Exhibit 2. The operating income 
after taxes is $17,800 by comparison with 
the unadjusted income after taxes of 
$27,100. This difference of $9,300 repre. 
sents the excess of the current over the 
historical cost of the inventory and fixed 
assets employed to realize the period’s 
revenue. The capital gain of $15,900 is the 
increase in the cost of the assets carried 
forward from 1947. 


III. MEASUREMENT OF REAL INCOME 


Two measures of real income can be 
derived from current cost financial state- 
ments. One measure includes only the in- 
come arising from the firm’s productive 
activity. The other measure includes also 
the gains or losses on the assets and 
liabilities carried forward from the prior 
year. The meaning and derivation of each 
of these measures of real income is dis- 
cussed below. 


Real Operating Income 


In social (national income) accounting 
income is defined as being equal to output, 
and profit is defined there so that this 
equality is realized.® The operating income 
reported in Exhibit 2 is based on the same 
definition of profit. In social accounting 
the output originating in a firm is its 
revenue less the current cost of the 
material and plant consumed in realizing 
the revenue. The wages, interest, and 


*See United States Department of Commerce, 
National Income, 1951 Edition (Washington: U. S. 
+ aan Printing Office, 1951), pp. 21-25 and 
37-39). 

1° For perfect correspondence with the social ac- 
counting definition of income, revenue should be raised 
or lowered by the labor and profit elements in the 
change in the firm’s in process and finished goods in- 
ventory. Exclusion of the labor component does not 
cause any error in the calculation of profit, and e 
clusion of the profit component, which is due to the use 
of sale rather than production as the criterion for profit 
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other contractual shares in the output are is a firm’s total monetary income, but it is 
measured by the payments to the parties. not real income since the change in the 


= Profit is a residual, and the measure of purchasing power of the dollar is not Tecog- 
ants profit which exhausts the output originat- nized. Some adjustment of the accounts is 
me ing in the firm is operating income. By necessary to arriving at real income. 
vith comparison, the addition of historical cost Before taking up these adjustments it is 
of profit to the other shares in the firm’s out- advisable to comment briefly on the meas- 
ore. put results in an income total greater or urement of total real income under a cost 
the smaller than the firm’s output. basis of valuation. In measuring real in- 
sed Therefore, the claim of operatingincome come one usually has in mind the goods 
ads to recognition as the firms’ “true profit” and services in general over which one 


the rests on its being the residual share in the acquires command during a period of time. 
ried output of the firm." Turning now to real This concept is readily applied to wage 
operating income—in current dollars this income or to profit defined as a share in 
is simply operating income as reported in output as in the previous case. The con- 
Exhibit 2 without any adjustment. Cur- cept is also readily applied to profit defined 
be rent dollar operating income is real income to include changes in the value of wealth 
in that capital gains or losses are consid- where the market is the basis of valuation. 


2 ered unreal and are excluded. However, The net worth account at market value is 
ye an income series in the current dollars of convertible via sale into an equivalent 
leo each period does not provide a suitable quantity of goods and services in general, 
and basis for inter-period comparison of in- and the real change in net worth is an in- 
rior come. For such comparison, it is only crease in purchasing power in the same 
ach necessary to deflate the current dollar sense as wage income. a 
jis. — ‘Sefies to constant dollars with a general However, market value is not a general 
price index. purpose basis of measurement, and under 

a cost basis of valuation the net worth 

Real Total Income account does not measure the goods and 

ing It may be argued, and argued correctly services in general that can be acquired 
ut, for many purposes, that the definition of a with the ownership equity. Rather, the 
Sie firm’s profit so that aggregation over all account may be said to measure the goods 
“ss income receivers results in a total equal to and services in general that must be de- 
ond the nation’s output is not the proper basis voted to acquire the equity. In the former 
ing for the measurement of profit. Although case the valuation is based on an assumed 
its capital gains or losses may be excluded in conversion of the equity into wealth in 
the the measurement of the nation’s output, general, and in the latter case the valua- 
ing they may properly be considered a part of _ tion is based on the wealth in general con- 


ad the income of an individual or a firm. The verted into the equity. Hence, real income 
sum of operating income and capital gains under a current cost basis of valuation is 


ae the ownership equity in the real (goods 
and significant difference. It and services in general) cost of a firm’s 
y a noted that while the inventory valuation i 
at adjustment to profits in the national income accounts assets at the close of a period less the 
int = rege charges on a current cost basis, the quantity at the start of the period. 
: Preciation charge is on a historical cost basis. ion i 
; in- " The definition of profit as operating income was The calculation in current dollars of the 


not used by George Terborgh in his estimate of real profits 1947 and 1948 real income of XYZ Cor- 


ex- on the aggregate level. See Machinery and Allied i i i ibi 
use Products Institute, Inflation and Postwar Profits posstion. presented in. 5. Tite 


oft (Chicago: M.A.P.I., 1949). starting point for calculating the 1947 real 


| 
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income is the net worth of $162,800 on 
December 31, 1946. This amount is the 
cost in goods and services in general at 
1946 prices of the ownership equity at the 
start of 1947. With the monetary cost of 
goods and services 114.3 in 1947 relative 
to 1946, the cost of the December 31, 
1946 net worth with the goods and services 
valued at 1947 prices is $186,800. The 
closing net worth plus dividends during 
1947 is valued at its cost during 1947 and 
needs no adjustment. 

Now, both the opening and closing net 
worth accounts are stated at the monetary 
equivalent of the real cost in 1947 dollars. 
Therefore, the $1,800 difference between 
the two is the 1947 real income of XYZ in 
1947 dollars. It is the increase in the own- 
ership equity in the goods and services 
cost of the firm’s assets with the goods and 
services valued at their 1947 prices. 

By similar calculation the 1948 real 
income of X YZ in 1948 dollars is found to 
be $20,200. However, in 1947 dollars the 
1948 real income is simply the product of 
the real income in current dollars and the 
general price index for 1947 relative to 
1948, or ($20,200) (93.0) = $18,800. This 
is the goods and services cost of the 1948 
increase in net worth, with the goods and 
services valued at their 1947 prices, and it 
is directly comparable with the 1947 in- 
come of $1,800. 


Analysis of the Data 


Examination of the various measures of 
income, which are collected in Exhibit 6, 
reveals that operating income in both 
1947 and 1948 is not significantly different 
from real total income. It might appear 
that the addition of capital gains to oper- 
ating income is cancelled out, subject to 


2 The cost of living index is used to measure the 
change in the monetary cost of goods and services in 
general. The index is commonly used for this purpose, 
though it is possible that the index implicit in the dif- 
ference between the current and constant dollar Gross 
National Product series is superior. 
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Exhibit 5 

Real Income of XYZ Corporation 

in Current Dollars 
Account 


(1) —_ worth at start of period 
prior period dollars. . 

(2) Gonna price index for cur- 

ae period relative to 


1947 1948 
$162,800 $180,409 


(3) Net at start of 
in current period dollars 
(4) Net worth at close of period 
plus dividends in current 
riod dollars........... $188,600 $214,100 


pe 
(5) Income during period in cur- 
rent period dollars (4)—(3) $ 1,800 $ 20,20 


* With cost of living index for 1935-39 equal to 100, 
1946 = 139.3, 1947 = 159.2, 1948 = 171.2. The index num. 
bers used are derived from these figures. 
minor discrepancies, by the adjustment of 
total monetary income to total real in- 
come. However, this is not the case, and 
though the differences here are small, they 
can be large. In either case their causes 
are of interest. 

The capital gains in a year are calcu- 
lated by multiplying the opening deferred 
cost accounts with the appropriate spe- 
cific cost indexes. The price level compo- 
nent of total monetary income in a year is 
calculated by multiplying the opening 
net worth account with a general price 
index. Therefore, total real income will 
exceed operating income as the deferred 
cost accounts exceed the net worth and as 
the increase in the specific price indexes 
over the prior year exceeds the increase in 
the general price index. 

For instance, the relevant data for 1948 
are: 


Opening balance, deferred costs...... $140, 200 
Opening balance, net worth.......... 180,400 
Specific price index, weighted average. . 111.4 
107.5 


Net worth is larger than the deferred 
costs, and this tends to reduce total real 
income relative to operating income. How- 
ever, the substantially greater increase in 
the specific than in the general price index 
dominates, and total real income is slightly 
larger than operating income. 
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Exhibit 6 


Comparison of Alternative Measures of 
XYZ Income in 1947 and 1948 


Account 1947 1948 
Historical cost net income after 
Operating net income after taxes 2,000 17,800 
Capital gains. . 23 , 800 15,900 
Total monetary income..... 25,800 33,700 
Total real income in current dol- 
Total real income in 1947 dollars 1,800 18,800 


The difference in 1947 between either 
operating or total real income and the 
historical cost income is strikingly large in 
comparison with the difference in 1948. 
The explanation of this and other differ- 
ences among the various income figures 
can be inferred from the accounts and 
from knowledge of conditions during the 
two years. 


IV. SUMMARY 


When accounts are kept on a historical 
cost basis, the opening balances of the 
deferred cost accounts are valued at prices 
prevailing in prior periods. Insofar as 
these opening balances remain deferred, 
the closing balances of these balance sheet 
accounts do not reflect current cost. Inso- 
far as these balances are expensed to 
revenue, the related income statement ac- 
counts also do not reflect current cost. 
Therefore, the preparation of financial 
statements on a current cost basis requires 
both (1) the adjustment of those accounts 
that include costs carried forward from 
prior periods, and (2) the construction of 
ofisetting entries to appropriately de- 
signed income and equity accounts. 

The procedure by which the financial 
statements for a period may be adjusted 
to a current cost basis is summarized as 
follows. At the close of the accounting 
period the balances of the deferred cost 
accounts that were carried forward from 
the period are adjusted to a current basis 
with price indexes, each balance being 
adjusted with an index appropriate to the 


383 


class of assets included in the account. 
The increase in each account, assuming 
that prices have risen, is a capital gain and 
it is offset by a credit to the appropriately 
designated account, e.g., inventory capital 
gain. 

Certain of the costs carried forward 
from prior periods have been expensed to 
the current period’s revenue. These ex- 
penses are adjusted to a current basis with 
the same index number procedure. The 
increase in each expense is offset by a 
credit to its related deferred cost account. 

The capital gains created by the adjust- 
ments to the deferred cost accounts are 
carried to a statement of capital gains, and 
the conventional income statement is 
appropriately renamed the operating in- 
come statement. Also, the retained earn- 
ings account is replaced with two accounts, 
one of the retained earnings from opera- 
tions and the other the aggregate capital 
gain. The operating income and the capital 
gains of a period are carried to their re- 
spective net worth accounts. 

The above adjustments result in an 
operating statement in which revenue and 
all charges to revenue are measured in 
current dollars. This statement allows the 
analysis of performance in that all items 
are valued in the prices of the same period, 
and this period is the current period. On 
the other hand, the valuation income state- 
ment clearly presents the gain or loss in 
the legal unit of account due to the change 
in prices of assets carried forward from the 
prior period. The balance sheet offers the 
same advantages for analysis as the oper- 
ating income statement in that real assets 
are valued at their current cost, and mone- 
tary assets and liabilities are valued at the 
actual amounts involved. The balance 
sheet is not a mix of historical and current 
cost valued in the purchasing power dol- 
lars of a prior period. 

The current cost accounts provide two 
significant measures of real profit. Oper- 
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ating income is profit defined as the resid- 
ual share in the firm’s output; without any 
adjustment it is real income in current dol- 
lars. Total monetary income, which in- 
cludes capital gains as well as operating 
income, is the difference between the 
opening and the closing net worth. The 
purchasing power cost represented by the 
opening net worth is in prior period dollars, 
but it can be restated to purchasing power 
cost in current dollars with a general price 
index. The difference between the closing 
and the restated opening net worth is total 
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real income in current dollars. Both oper. 
ating income and total real income are in 
current dollars, and for inter-period com- 
parison they must be deflated to constant 
dollars with a general price index. 

The adjustment of current cost asset, 
liability, revenue, and expense accounts to 
dollars of identical purchasing power is 
necessary only if the comparison of these 
accounts over time is desired. These ad- 
justments are not required for comparison 
in constant dollars of income and net worth 
over time. 
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GENERALLY ACCEPTED ACCOUNTING 
PRINCIPLES AND PRACTICES IN 
RELATION TO DEFENSE 
CONTRACTS 


Howarp W. WRIGHT 


Professor, University of Maryland, and Consultant, Accounting Policy Division, 
Office of the Secretary of Defense 


Department of Defense constantly 

receive suggestions from account- 
ants, from its contractors and their trade 
association representatives, and from pro- 
curement personnel within the Department 
that its contracts should only place an 
obligation on its contractors to maintain 
an accounting system in accordance with 
generally accepted accounting principles 
and practices. There is usually coupled 
with this suggestion a further one to the 
efiect that it is not necessary or desirable 
to have audits of a contractor’s records 
accomplished by auditors of the military 
departments but, in lieu thereof, the mili- 
tary departments should rely upon the 
annual audits made by the independent 
public accountants retained by the con- 
tractor. The purpose of this article is to 
consider these suggestions and to indicate 
the accounting and auditing problems 
facing the Department of Defense in con- 
nection with its procurement contracts. 


Depart and auditing personnel of 


ACCOUNTING REQUIREMENTS 


The Department of Defense does not 
prescribe accounting systems to be utilized 
by its contractors. It charges the con- 
tractor with the responsibility for main- 
taining an accounting system which will 
yield the cost data which are necessary. 
This obligation is imposed only where the 
nature of the contract is such that a firm 
fixed price has not been established at the 
time of the negotiation of the contract. 


Therefore, straight fixed price contracts 
are silent with respect to accounting and 
auditing requirements and no audit of 
these contracts is made except in the 
event of termination of the contract. 
Those fixed price contracts containing 
provisions for the redetermination of the 
price and cost-type contracts are subject 
to audit. Therefore, in these instances the 
Department does have an interest in the 
contractor’s accounting system. 

A commonly used price redetermination 
contract clause requires the following 
certification by the contractor when sub- 
mitting data at the time of price redetermi- 
nation: 

“Two officers of the contractor. . . shall cer- 
tify that the information... is based upon the 
accounting records of the contractor kept in ac- 
cordance with generally accepted accounting 


principles and practices and is correct to their 
knowledge and belief.” 


This is the only requirement in the con- 
tract regarding accounting. 

With respect to cost-type contracts the 
present draft of a proposed contracts 
clause includes the following: 


“The contractor agrees to maintain books, 
records, documents, and other evidence pertain- 
ing to costs and expenses of this contract... to 
the extent and in such detail as will reflect all net 
costs, direct and indirect, of labor, equipment, 
materials, supplies, services, or other costs and 
expenses of whatever nature for which reimburse- 
ment is claimed under the provisions of this con- 
tract. The contractor’s accounting procedures 
shall be subject to the approval of (the contract- 
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ing officer); provided, however, that no material 
change will be required to be made in the con- 
tractor’s accounting procedures and practices if 
they conform to generally accepted accounting 
principles and practices and if the costs properly 
applicable to this contract are readily ascertain- 
able therefrom.” 


It will be noted that those fixed price 
contracts containing price redetermination 
provisions require only that the records 
be maintained in accordance with gener- 
ally accepted accounting principles and 
practices. Cost-type contracts require that 
contract costs be readily ascertainable. It 
would seem that the obligation should be 
substantially the same in both types of 
contracts since price is to be based on 
cost in both instances. 


ACCOUNTING PRINCIPLES AND PRICING 
PROBLEMS 


It is not the purpose of this article to 
question the adequacy or inadequacy of 
generally accepted accounting principles. 
These principles have evolved throughout 
business history to meet the changing 
requirements of our economy. They have 
stood the test of time, but will be modified 
as changing circumstances indicate the 
desirability of modification. 

Generally accepted accounting princi- 
ples provide standards for the evaluation 
of the financial position of an enterprise 
and for the measurement of income and 
expense over a given period of time. They 
have not been developed for the purpose of 
establishing the price of a given com- 
modity. It is true that costs determined 
through the application of generally ac- 
cepted accounting principles represent an 
important element of pricing policy. How- 
ever, many other factors beyond the ac- 
countant’s realm likewise enter into the 
determination of price. One major purpose 
of this article is to question whether rigid 
adherence (through contractual provi- 
sions in defense contracts) to generally 
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accepted accounting principles as a pricing 
device is justified. 

Mr. Howard Cork, Director, Govern. 
ment and Tax Accounting, Westinghouse 
Electric Corporation, in an address de. 
livered at the 1952 annual meeting of the 
National Association of Cost Accountants, 
recognized this distinction. In discussing 
pre-government-contract days, he stated: 

“Costs in those days were only a benchmark. 
Prices were, in most instances, established by 
competition. The profit motive ruled absolutely, 
Accountants had a rather broad pasture in which 
to graze and each one had his own pet theories 
to chew on. You were practically nobody in ac- 
counting if you had not published a book on the 
concepts of cost.” 


And later: 


“Increasingly, the competitive factors have 
been substantially throttled, the profit motive has 
been pushed into the background and the cost 
of performance has become the maypole around 
which we dance to establish prices and determine 
income.” 


Contracts which require the contractor 
to construct facilities for the production 
of an end item illustrate the problem. If 
no government contract existed and a 
business determined that a machine tool 
was to be constructed and installed by its 
own shop force, generally accepted ac- 
counting principles would permit the 
capitalization of the material used, the 
direct labor costs, and shop overhead 
costs if accurately measurable. These 
principles would not permit the addition 
of selling and administrative costs to the 
asset value, and certainly no element of 
profit could be added. 

Certain accountants within the Depart- 
ment of Defense take the position that, if 
the machine tool is to be constructed under 
a defense contract which also provides for 
the manufacture of the product through 
the use of the machine and if the govern- 
ment is to pay for the machine tool di- 
rectly rather than through the price of the 
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Accounting in Relation to Defense Contracts 


end item, the contractor should be paid 
for the construction and installation of the 
machine tool on the basis of the amount 
which the contractor would have capital- 
ized had he constructed the tool for his 
own account; in other words, in accord- 
ance with generally accepted accounting 
principles. 

Other accountants within the Depart- 
ment believe that in such circumstance the 
machine tool is actually a product of the 
contractor, and should be priced in accord- 
ance with the contractor’s pricing policies, 
not his asset capitalization practices. 
Under this philosophy the contractor 
would receive applicable administrative 
overhead and profit, as well as the direct 
cost of construction and installation. 

A second illustration involves depreci- 
ation on fully depreciated assets. If such 
assets continue to be used, generally 
accepted accounting principles would per- 
mit an adjustment of asset value and 
related reserve accounts only in excep- 
tional situations. Normally, no further 
provision for depreciation would be per- 
mitted; hence there is no measured cost of 
the use of such fully depreciated assets. 
Adherence to generally accepted account- 
ing principles would deny recognition of a 
true cost of production (though one not 
recorded in the accounts) to those con- 
tractors utilizing fully depreciated assets 
in defense production. 

It would seem, therefore, that it is not 
unreasonable to at least raise the question 
as to whether the unquestioning adoption 
of the standard of generally accepted ac- 
counting principles for pricing purposes is 
proper when one considers the differences 
in the uses to which they are to be put. 


GENERALLY ACCEPTED ACCOUNTING 
PRACTICES 


Under the caption “Accounting Re- 
quirements” (supra) it was indicated that 
in the case of price redetermination con- 
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tracts the contract clause required that 
accounting records of the contractor be 
kept in accordance with generally ac- 
cepted accounting principles and practices. 
The requirement in the case of cost-type 
contracts is more specific. Where price 
redetermination or cost-type contracts are 
used, product or at least contract costs 
must be developed by the accounting 
system. The concept of “generally ac- 
cepted accounting practices” is too broad 
to define the accounting requirements. 
Perhaps the use of the term “generally 
accepted cost accounting practices” would 
narrow the concept and provide the re- 
quired data. The experience of the military 
department audit agencies is replete with 
cases in which contractors have accepted 
cost-type contracts or fixed price contracts 
containing price redetermination provi- 
sions; which contractors’ accounting sys- 
tems have not incorporated any semblance 
of a cost finding system. Such contractors’ 
accounting systems have usually included 
only the conventional financial accounts 
and related functional income and expense 
accounts for fiscal periods. 

Fixed price contracts containing price 
redetermination provisions are illustrative. 
When this type of contract is used, a tenta- 
tive price (to be redetermined later) is 
determined during initial negotiations 
with the contractor and is incorporated in 
the contract. This price is used for pur- 
poses of billing the government prior to 
the time the tentative price is redeter- 
mined. The price will normally be rede- 
termined at some specific point during the 
delivery cycle; usually, at about one-third 
of deliveries. At the time of price redeter- 
mination, the contractor submits a cost 
proposal in which he sets forth the various 
elements of cost incurred to the point of 
price redetermination. This proposal is 
presented to the government’s contracting 
officer, who forwards it to the appropriate 
military department audit agency for 
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audit. The audit results in an advisory 
report to the contracting officer, who then 
negotiates a redetermined price with the 
contractor. After the price has been rede- 
termined, the redetermined price is usually 
applicable to all units called for by the con- 
tract. What are the accounting problems 
which arise? 

This situation would seem to require a 
highly refined cost system. The period of 
contract performance will not coincide 
with the contractor’s accounting period, 
except as a matter of accident. In the usual 
case the contractor will be simultaneously 
engaged in other production, perhaps 
under straight fixed price contracts or to 
supply the demands of his commercial 
business. Yet, the costs of performing 
under the particular price redetermination 
contract must be available if an equitable 
price is to be redetermined. Further com- 
plications in the case of this type of con- 
tract are that only the costs applicable to 
units delivered should be included in the 
cost proposal, and that costs incurred in 
connection with work in process at the 
time of price redetermination should be 
segregated in order to permit the develop- 
ment of per unit costs. Theoretically, even 
though total contract costs were readily 
available, a work-in-process inventory 
would have to be taken at the moment at 
which the unit which established the time 
of price redetermination was delivered to 
the government. In most instances it 
would be impracticable to take such an 
inventory. Reasonable estimates must be 
substituted therefor. 

“Starting load’”’ costs and pre-produc- 
tion costs likewise cause difficulty. Pre- 
production costs are those incurred for 
product engineering or design and any 
requisite plant rearrangement, etc. Start- 
ing load costs are those costs of a non- 
recurring nature which arise in the early 
stages of production because of unfamili- 
arity with the product. Workers may be in- 
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experienced, new processes or materials 
may be utilized, and “‘bottle-necks” may 
arise in the early stages of production, 
These difficulties normally have their 
greatest impact before the price is redeter- 
mined. Therefore, the contractor’s cost 
proposal submitted at the time of price 
redetermination will include such costs, 
Theoretically, they should be segregated 
from what might be termed the “normal” 
cost of production and shown separately 
since these costs should be amortized over 
all production under the contract. How- 
ever, this degree of refinement is not 
possible under most cost accounting sys- 
tems. 

Fixed price contracts may also incor- 
porate an incentive feature. Under this 
type of contract a unit target price is 
agreed upon during the initial negotiations 
with the contractor. This target price is 
subdivided into two elements; one repre- 
senting a target cost, the other a target 
profit. The contract further provides that 
any cost saving evidenced by a cost of 
production less than the target cost will 
be shared with the contractor on a per- 
centage basis. Should the cost of produc- 
tion exceed the contract cost, the con- 
tractor participates in such greater cost 
through a reduction in his profit, likewise 
on a percentage of increased cost basis. 
The contract establishes a ceiling beyond 
which the contractor must absorb all in- 
creased costs of production. Upon comple- 
tion of the contract, the contractor submits 
to the contracting officer a cost proposal. 
The proposal is then forwarded to the ap- 
propriate military department audit agency 
for audit, and an advisory report of audit 
is prepared. This advisory report, as in the 
case of price redetermination contracts, is 
used by the contracting officer as a basis 
for the negotiation of a final cost and the 
determination of the final profit under the 
provisions of the particular contract. Obvi- 
ously, where this type of contract is used, 
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product costs must be available; otherwise 
itis not possible to determine what actual 
costs of production were. It should also be 
noted that the incentive feature may be 
coupled with a price redetermination con- 
tract, in which case all of the problems 
mentioned earlier in connection with price 
redetermination contracts arise in addi- 
tion to those which develop through the 
use of the incentive-type contract. 

The termination of straight fixed price 
contracts will create accounting and audit- 
ing problems where none existed before. 
Straight fixed price contracts do not in- 
clude any requirements with respect to 
accounting and auditing since the govern- 
ment pays the agreed upon price. How- 
ever, when such contracts are terminated 
prior to completion, the contractor is 
entitled to a termination settlement under 
the provisions of Section VIII, Armed 
Services Procurement Regulations. The 
appropriate provisions of this Section are 
included as the termination article in De- 
partment of Defense contracts now being 
awarded. When straight fixed price con- 
tracts are terminated, the contractor pre- 
pares a termination settlement proposal 
setting forth costs incurred in the per- 
formance of the contract to date (total 
cost basis) or the costs of his work-in- 
process inventory at the date of the 
termination (inventory basis). Such settle- 
ment proposals are presented to the con- 
tracting officer and forwarded to the mili- 
tary department audit agency for review 
and possible audit. Again an advisory 
audit report is prepared and a settlement 
with the contractor is negotiated by the 
contracting officer. In this case, as in the 
case of price redetermination contracts and 
those fixed price contracts containing the 
incentive feature, the desirability of prod- 
uct costs being reflected in the contractor’s 
accounting system is obvious, but in this 
case there is no contractual requirement 
regarding the maintenance of an account- 
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ing system by the contractor. The only 
obligation regarding accounting is that the 
contractor certify on the termination 
settlement proposal to the following effect 
(among other things): 

“The proposed settlement and supporting 
schedules and explanations have been prepared 
from the books of account and records of the con- 
tractor in accordance with recognized commercial 
accounting practices; they include only those 
charges allocable to the terminated portion of this 
contract; ...and the charges as stated are fair 
and reasonable.” 


Here again the problem of ‘‘commercial 
accounting practices” in contrast to more 
desirable generally accepted cost account- 
ing principles and practices becomes evi- 
dent. However, in the case of straight fixed 
price contracts no detailed accounting re- 
quirements should be inserted in the con- 
tract. The contingency of possible termi- 
nation cannot justify the imposition of a 
product or contract cost finding system on 
the contractor. If such contracts are 
terminated, military department auditors 
will have to make their determinations 
from what data are available. 

The foregoing situations with respect to 
the accounting problems presented by the 
use of cost-type contracts, fixed price con- 
tracts containing price redetermination 
provisions, and terminated fixed price 
contracts have been presented to indicate 
that “generally accepted accounting prin- 
ciples and practices” are not a cure for all 
evils. Contractors who enter into cost- 
type contracts are usually aware of the 
necessity of maintaining accounts and 
supporting documentation in such a man- 
ner as to yield contract costs. They are 
usually not aware of a similar necessity 
when entering into price redetermination 
contracts even though the very nature of 
such contracts requires contract costs to 
the point of price redetermination. Price 
redetermination contracts have been used 
far more extensively in the present emer- 


lals 
ay 
on. 
eir 
Léer- 
ost 
ice 
sts. 
ed 
ely 
rer 
ot 
or- 
is 
is | 
ns 
is 
e- 
et 
at 
of 
ill 
C- 
n- 
st 
se 
e- 
ts 
l. 
y 
it 
is 
is 
e 


390 


gency than in World War II. They far 
exceed cost-type contracts in number and 
value. The contractor’s accounting staff, 
and his public accountants, should advise 
the contractor of the obligations he may 
be unwittingly assuming when he enters 
into a fixed price contract which contains 
a price-redetermination provision. The 
same advice should be offered where 
incentive-type contracts are contemplated. 

Similarly, procurement personnel of the 
Department of Defense should become 
aware of the dangers inherent in the broad 
standard “generally accepted accounting 
practices.” Procurement officers are usu- 
ally not accountants, but accounting 
talent is available to them. These officers 
must become familiar with the limitations 
of accounting as well as its capabilities. A 
price redetermination contract should not 
be utilized unless the contracting officer 
knows that the contractor’s accounting 
system will readily yield the cost data 
needed by him at the time of price re- 
determination. Should pre-contract 
award survey indicate that the required 
data will not be readily available, some 
other form of contract should be employed 
or the contractor should agree to changes 
in his accounting system. The Armed Serv- 
ices Procurement Regulation specifies 
the limited circumstances in which price 
redetermination contracts may be used. It 
further states: “By this type of contract, 
the Government assumes the risk of certain 
contingencies which the contractor would 
otherwise assume and would include in his 
contract price, and the contract price is ulti- 
mately redetermined only to the extent that 
such contingencies actually occur’ (empha- 
sis supplied). Procurement officers have 
deviated from the regulation to such an 
extent that price redetermination con- 
tracts have taken on the characteristics of 
negotiated cost-type contracts. 

Where fixed price contracts containing 
price-redetermination provisions are used, 
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the price is to be negotiated, not the cost, 
Mr. Cork, in his address referred to earlier, 
makes a cogent point: 

“A fundamental error has crept into our nego. 
tiating proceedings on fixed price contracts. In. 
dustry has let itself be led into a situation ip 
which it is willing to, and does, negotiate costs, 
This is unsound. On negotiated fixed price con- 
tracts, with or without repricing clauses, only 
the price should be negotiated—costs, never.” 


Here, again, is a situation in which the 
contractor’s accounting staff and public 
accountants can make a valuable contri- 
bution. Cost data are necessary if an ade- 
quate and fair price is to be negotiated, 
but the contractor’s government contract 
negotiators, who are normally not pro- 
fessional accountants, should not be nego- 
tiating costs—an area in which they are 
ill-equipped to negotiate. 

The statement in the preceding para- 
graph is not intended to imply that con- 
tract accounting and auditing require- 
ments should be lessened if price is 
negotiated. Just as the contractor’s negoti- 
ators need cost data, so does the govern- 
ment’s contracting officer. Cost data 
should be used as one of the factors in 
negotiating an equitable price; they should 
not be the detailed, point by point, item 
by item, basis for price determination. 


AUDITS BY PUBLIC ACCOUNTANTS 


As indicated in the first paragraph, 
contractors and procurement officials in 
the Department of Defense frequently 
question the need for an audit by auditors 
of the military department if the contrac- 
tor’s public accountants have performed 
an annual audit of the contractor’s records. 
The question is usually raised by laymen 
who attribute to the word “audit” a con- 
cept of all-inclusiveness and finality which 
is carefully avoided by the professional 
auditor. Also, those who make such a pro- 
posal fail to distinguish between the pur- 
pose of an annual audit by independent 
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accountants and audits of contract costs 
made by auditors of the military depart- 
ments. 

The usual annual audit by independent 
auditors is directed toward the determina- 
tion of the reliability of management’s 
representations contained in the client’s 
fnancial statements. The major audit 
effort is placed on balance sheet items with 
somewhat less emphasis on income and 
expense accounts. Only incidental atten- 
tion is devoted to the client’s cost ac- 
counts, and even this is usually for the 
purpose of inventory valuation. It is 
generally recognized that annual audits by 
independent accountants are designed to 
protect the interests of share-holders; re- 
porting upon management’s stewardship 
for a fiscal period. Such audits are not used 
for the purpose of establishing the price of 
the client’s products. 

Audits by military department auditors 
endeavor to verify product or contract 
costs. The period of performance has an 
impact only where specific elements of 
cost are measured by periods rather than 
by individual transactions. The objective 
of the military department audit is to de- 
velop data to be used as a pricing device. 
Therefore, perhaps a greater degree of 
preciseness of results is necessary. Inde- 
pendent auditors may limit the extent of 
their verification to significant items since 
their reports represent opinions which are 
not used for pricing purposes. There is 


some question as to whether the same 
standard of significance should apply 
where payments from the public purse are 
contemplated. 

Military department auditors will rely 
upon the detailed audit work performed 
by the contractor’s independent auditors 
where such audit work is directed toward 
the verification of items with which the 
military department auditor is concerned. 
Examples of such items would include 
inventory verification, depreciation analy- 
ses, surveys of the contractor’s internal 
controls and accounting practices, audits 
of miscellaneous incomes (including scrap 
credits), etc. The extent of the military 
department auditor’s reliance on audit 
work performed by others is contingent 
upon an evaluation of the nature and 
scope of audit, and its timeliness. 

Unfortunately, this article does little 
more than raise some significant questions. 
However, it is believed that an adequate 
understanding of the question is a neces- 
sary prelude to a proper solution. Account- 
ing is not a panacea for the ills of procure- 
ment. Procurement authorities and con- 
tractors must realize this fact. The ac- 
counting profession must accept the re- 
sponsibility for educating contractors to 
this effect. Accountants and auditors 
within the Department of Defense must 
do likewise with respect to procurement 
officers. 
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SOCIAL ACCOUNTING IN SUBSISTENCE 
AND FAMILY-PRODUCTION 


TYPE ECONOMIES 


Witson L. FARMAN 
Assistant Professor, Colgate University 


pansion of a paper presented at the 

April 5, 1952 meeting of the Central 
New York Economics Conference at Syra- 
cuse, New York. At this time, the author 
participated—as one of three Commenta- 
tors—in the discussion of the topic, “Can 
India and the United States Use the Same 
Scheme of Social Accounting?’ 

The present article will make rather 
extensive reference to V. M. Dandekar, 
“Measurement of National Income and 
Construction of Social Accounts for an 
Industrially Backward Economy’ Dande- 
kar’s argument, however, will be modified 
and adapted to fit the needs of readers 
accustomed to American accounting con- 
ventions and usages. Flesh, moreover, will 
be added to Dandekar’s skeleton frame- 
work of basic accounts in the form of (1) 
assumed (though arbitrary) figures and 
(2) in the further form of summary and 
aggregative social accounting statements 
drawn and derived from the basic ac- 
counts. Dandekar did not attempt to do 
this in his article. 

The following criteria and principles 
have served as guide posts and trail 
markers in the present study: 


Te ARTICLE is an outgrowth and ex- 


1. International adherence to a common, uni- 
form and standard system of social accounts 


1 In this discussion, Professor Morris A. Copeland 
of Cornell University was the principal participant and 
lead-off speaker. Professor Copeland spoke from a back- 
ground of a recent extended trip to India in which he 
was engaged in a special study and investigation of the 
problem of Social Accounts for India. 

2 Mr. Dandekar wrote under the date line of Poona, 
India, and his article was published in two parts in 
Accounting Research, October, 1951 and January, 1952. 
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is important and should be maximized in 
order to facilitate international comparisons 
as well as to facilitate the fullest degree of 
effective communication and understanding 
of social accounting statements. Expressed 
otherwise, deviations from such a common 
basis of presentation should be minimized! 

2. Despite the above, particular and unique 
circumstances of different countries, insti- 
tutional differences, differences arising from 
individual preferences, and differences in 
the statistical information available in- 
evitably will compel some deviation and 
exceptions to a norm of a common and uni- 
form system of social accounts.* 

3. Consequently, in order to preserve a maxi- 
mum degree of comparability and to foster 
understanding and intelligent interpreta- 
tion, special explanations and separate and 
full disclosure should be provided: 

a. In the case of all deviations from the 
norm of a common and uniform scheme 
of social accounts,® and 


3 “Tn so far as a common basis of presentation on the 
lines suggested in section 8 above is adopted in different 
countries, a broad basis will be available for inter- 
national comparisons far more satisfactory than any- 
thing which could be obtained in the past.” U.N. Studies 
and Reports on Statistical Methods No. 7, “Measure- 
ment of National Income and the Construction of 
Social Accounts,” p. 18. 

4“The system of social accounts set out in the 
Appendix does not cover all conceivable transactions, 
and in applying this system it will frequently be neces- 
sary to extend and adapt it to the particuiar circum- 
stances of different countries.” [bid., p. 18. P 

“In studying the changes in the economic activity 
of an advanced industrial country it is unnecessary to 
impute an income to family services or to the services 
of household equipment and may even prove an ém- 
barrassment to do so, since not only are there — 
little data in this field, but the principles on which s 
imputations should be made are obscure. On the other 
hand, if a comparison is to be made with a country 
which subsistence and family production are important, 
problems of imputation will have to be faced squarely; 
indeed, for this purpose, it may be desirable to set up 
the system of accounts in a different way.” [bié., 


p. 25. 
5 “However, institutional differences, differences 
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b. In the case of ali information or data in 
social accounts for which there is diffi- 
culty in finding a commonly accepted 
basis of measurement or in the case of 
data the estimation of which is difficult 
and consequently subject to a consider- 
able degree of error.® 


INSTITUTIONAL DIFFERENCES 


The working system of social accounts 
used by the United States and other West- 
em nations is “based essentially on the 
model of an advanced industrial economy 
in which transactions in money are domi- 
nant.” 

On the other hand—to a significant and 
important degree, I believe,—India and 
many other countries in Asia and Africa 
fall in the category of industrially back- 
ward economies in which a considerable 
and significant amount of production is on 
afamily or household basis and mainly for 
home consumption. As a consequence, a 
considerable part of the total product 
never reaches the market. Furthermore, 


arising from individual preferences, and differences in 
the statistical information available make it essential 
that procedures used in completing the basic tables 
should be explained as clearly as possible, so that the 
minor sources of difference which still exist in tables for 
different countries presented on a common basis can 
be understood and allowed for in making comparisons. 

“Experience shows that unavoidable differences of 
opinion arise in the treatment of certain transactions 
due in large measure to institutional differences in dif- 
ferent countries. It is important that transactions which 
are the subject of these differences should be shown 
separately, so that the tables presented for any one 
country can be adjusted in detail to the basis of defini- 
tion adopted in others.” U.N. Studies and Reports on 
Statistical Methods No. 7, “Measurement of National 
~ and the Construction of Social Accounts,” 


*“The items in the tables may be divided, from one 
point of view, into cash items and imputed items, the 
former being those elements which reflect market 
transactions, and the latter being those for which a 
calculation has to be made in the absence of market 
transactions. In view of the difficulty of finding a com- 
monly accepted basis for the second type of estimate, 
itis desirable that, as far as possible, items of this kind 
should be shown separately.” [bid., p. 18. 

’Richard Stone, “Definition and Measurement of 
the National Income and Related Totals” in Appendix 
to U.N. Studies and Reports on Statistical Methods No.7, 
‘Measurement of National Income and the Construc- 
tion of Social Accounts,” p. 24. 
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only a part of what is exchanged is ex- 
changed for money. As a further compli- 
cation, in this field of household and family 
production, there are very few accounting 
records of the productive enterprise as 
such. They “do not generally keep any 
accounts and are not required to submit 
returns to the administration by any act 
of legislation.”* In summary, the three 
points emphasized here are (1) production 
for home consumption, (2) exchange on a 
barter and settlement-in-kind basis, and 
(3) lack of accounting records at the pro- 
ducing end, and it is a matter of degree 
and materiality that India and other indus- 
trially backward countries differ in these 
three points from the United States and 
other Western nations. 

It is helpful to push this comparison 
and contrast further with the aid of two 
American examples. In 1947, the estimated 
Gross Farm Income of American farmers 
was $32.4 Billions, of which $30.0 Billions 
represented Cash Receipts from Farm 
Marketings and $300 Millions represented 
Cash Receipts from Government Farm 
Program Payments. These two together 
constitute a very dominant 93.5% of the 
total. This means that the remaining com- 
ponents (Value of Home Consumption, 
Gross Rental Value of Farm Homes, and 
Value of Change in Farm Inventories) of 
Gross Farm Income constitute together a 
very minor 6.5% of the total. The domi- 
nant position of market and other transac- 
tions in money is significant, as it means 
that the fact that the 54 million independ- 
ent farm enterprises do not keep accounts 
permitting them to calculate net income 
on any uniform basis is not such a handi- 
cap as it otherwise would be. Reports 
made by substantially all cotton ginners 
give very reliable data on the marketing 


V. M. Dandekar, “Measurement of National In- 
come and Construction of Social Accounts for an In- 
dustrially Backward Economy—Ii,” Accounting Re- 
search, January, 1952, p. 53. 
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and market prices of cotton. Similar infor- 
mation in respect to meat animals can be 
obtained from Federal meat inspection 
reports, returns from a very large stratified 
sample of butchering firms, and data from 
common carriers. Likewise, it is feasible 
to obtain from auxiliary industries very 
reliable data (with little time lag) on the 
marketings and market prices of most 
dairy products, tobacco, and sugar beets. 
The records and reports of government 
agencies constitute another important 
source of information. The Commodity 
Credit Corporation reports currently non- 
recourse loans made or guaranteed to 
farmers and also current redemptions of 
these loans. The excess of loans over re- 
demptions are considered part of cash 
receipts from farm marketings. Further- 
more, government payments in connec- 
tion with the various farm programs are 
reported from the fiscal records of the 
responsible agency, the Production and 
Marketing Administration.°® 

The second example from American 
experience is that of Net Rental Income 
of Persons. The large number of individual 
landlords maintain only fragmentary ac- 
counts. Furthermore, our Department of 
Commerce consider the Income Tax re- 
turns of these landlords as summarized by 
the Bureau of Internal Revenue unreliable 
sources of information on account of in- 
consistencies due to inadequate bookkeep- 
ing and incomplete reporting. As a result 
gross rent receipts (from which sample- 
based estimates of expenses are subtracted) 
are computed largely from data on rent 
paid as reported by tenants. Tax returns, 
census enumerations, and sample surveys 
—the main sources of rental information— 
provide much better coverage of rents 
paid than of rents received.!° 


* Cf. National Income Supplement to the Survey of 
Current Business. 1951 Edition, pp. 77, 78. 

10 Cf. National Income Supplement to the Survey of 
Current Business. 1951 Edition, p. 79. 
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Thus once again, market transactions 
in money supply significant cross checks 
and secondary sources of information, 
which are not available in non-market 
transactions. 


A PROPOSAL FOR A NEW SECTOR FOR 
HOUSEHOLDS 


The institutional differences discussed 
in the preceding section pose two major 
problems for social accounting and the 
social accountant. ‘The first is the problem 
of measurement—how can one compute 
and calculate, in the absence of accounting 
records at the producing end, (1) goods 
and services which are produced and 
rendered for home consumption and which 
never reach the market and (2) goods 
and services which are exchanged on a 
barter and settlement-in-kind basis? The 
present article is not primarily concerned 
with this problem beyond the observation 
that the underlying difficulty of finding a 
commonly accepted basis of measurement 
make the resulting estimates subject to 
unavoidable differences of opinion and also 
subject to a considerable range and degree 
of error. This has considerable import and 
significance for the second problem, the 
problem with which this paper primarily 
is concerned. 

This second problem is methodological, — 
how should (1) estimates of production- 
for-home consumption and (2) transac- 
tions involving barter and settlements-in- 
kind be handled and treated in the scheme 
of social accounting for backward econo- 
mies? The keystone of the proposed 
solution is separate and full disclosure 
accompanied with complete explanation of 
the assumed basis of measurement and 
calculation. 

The major modification to be proposed 
here in a scheme of social accounting for 
India and similar countries—as compared 
and contrasted with that for the United 
States and other Western nations—is to 
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isolate and segregate households in a 
separate and special subsector. Following 
Dandekar’s lead, this will be referred to 
in the following discussion as Sector O. 

In our American scheme of social ac- 
counts, households are combined with non- 
profit institutions, private trust funds, and 
private pension and welfare funds in the 
personal sector of the economy. In the 
proposed social accounts for industrially 
backward countries, households would be 
divorced completely from these last three 
institutions and would be segregated in 
Sector O. In addition, Sector O would 
include, (1) households as home owners 
and (2) farm enterprises, both of which are 
incorporated in the private business sector 
in our American scheme of social account- 
ing. 

On the other hand, this new sub-sector 
for households schould be restricted as 
much as possible. Whenever a clear-cut 
and unequivocable accounting distinction 
on the basis of accounting and bookkeep- 
ing records can be made between house- 
holds as owners of business enterprises and 
households as final consumers, the former 
should be included and reported in the 
private business sector of the social ac- 
counts and mof in this new household sub- 
sector. These cases, strictly speaking, do 
not represent family production and “their 
separation from the household sector will 
enlarge considerably the scope of that 
which in a backward economy, is directly 
comparable with an advanced economy. 
In particular, this will enable private 
trading, both wholesale and retail, pro- 
fessional money lending and other activi- 
ties as financial intermediaries, to be 
treated outside the household sector, for 
in these cases the business accounts are 
expected to be kept distinct. The house- 
hold Sector O will then consist of all 
households in their capacity as final con- 
sumers, together with such of their pro- 
ductive activity which cannot be sepa- 
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rated, in an accounting sense, from their 
activity as consumers. There will, of 
course, be some households which are pure 
consumers with no productive enterprise 
of their own. It should perhaps be men- 
tioned that they are not excluded from 
Sector 


BASIC UNDERLYING ACCOUNTS AND 
SUMMARY STATEMENTS FOR HOUSE- 
HOLD SECTOR O 


Even though it cannot be done com- 
pletely and in a clear-cut and unequivocal 
manner, an attempt” should be made to 
distinguish—as much as possible—between 
households in their capacity as producers 
and households in their capacity as final 
consumers. The proposed internal basic 
accounts for household Sector O, conse- 
quently, are as follows: 

I. Households as Productive Enter- 
prises® 
Account 25 Operating Account 
Account 26 Capital Account 
II. Households as Final Consumers 
Account 27 Revenue Account 


uV. M. Dande!-ar, “Measurement of National In- 
come and Construction of Social Accounts for an In- 
dustrially Backward Economy—I,” Accounting Re- 
search, October, 1951, p. 401. 

12 The word “attempt” should be stressed and under- 
scored at this point of the discussion. “When a house- 
hold combines within itself the functions of a producer 
and a consumer, there are usually three points at which 
the two activities come in close contact and the re- 

tive accounts get mixed up. The first is location, 
that is to say, the place of residence and the place of 
business. When these are the same, the accounts to that 
extent become inseparable. Secondly, the employment 
of unpaid family labour. Such labour is not only not 
paid in any formal manner, but is always e on 
terms and conditions of work which are usually ill- 
defined and often extremely irregular. Particularly 
when work is carried on in the same place of residence, 
this irregularity assumes extreme forms. Measurement 
and evaluation of family labour employed, therefore, 
becomes difficult. The third difficulty concerns home 
consumption of own-production without formal ac- 
counting.” Ibid. p. 400. 

18 The numbering of accounts and sub-items within 
accounts is designed to fit in with the numbering scheme 
employed in the working system of accounts recom- 
mended by the United Nations Statistical experts in 
their Studies and Reports on Statistical Methods No. 7, 
“Measurement of National Income and the Construc- 
tion of Social Accounts,” pp. 37-78. 
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III. Households as Both Productive En- 
terprises and Final Consumers 
Account 28 Combined Reserve Ac- 
count 
Accountants will recognize Operating 
Account 25 as somewhat similar to an 
enterprise profit and loss account. It is a 
combined Production Cost and Operating 
Expense and Revenue Summary for house- 
holds as producers. Likewise they will 
recognize Capital Account 26 as a sum- 
mary of the current period changes in the 
household enterprise inventories and in 
the household enterprise plant and equip- 
ment. It is so designed as to facilitate the 
measurement of (1) changes in inventories 
and (2) capital formation. 
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When the information of the above two 
accounts are combined with the appropri- 
ate information in Reserve Account 28 copn- 
cerning current period financing and 
changes in the enterprise financial assets, 
a summary of sources and applications of 
funds can be drawn therefrom. This is 
illustrated in Exhibit II, Households as Pro- 
ductive Enterprises; APPROPRIATION 
AND RESTING ACCOUNT. 

Accountants will recognize Revenue 
Account 27 as the current budgetary sum- 
mary of receipts and disbursements of 
households in their capacity as final con- 
sumers. One of the main sources of income 
listed on the credit side will be so-called 
item 202 Operating Surplus. The corre- 


Exhibit I 


Sector O 
Households as (1) Productive Enter prises and as (2) Final Consumers 
COMBINED INCOME AND PRODUCT ACCOUNT 


Compensation of Employees.............. 
Wages, Salaries, etc. 
Cash Payments............. 
Payments in Kind.......... 1,500 
Employer (Cash) Contribution 
for Social Insurance....... 83 


$11,683 


300 
Cask Payments............... $ 150 
Payments in Kind ............ 150 

Enteprise Operating Surplus............... 


INCOME ORIGINATING. . 

Indirect Business Taxes less Subsidies. = 
Indirect Taxes (Cash)......... $ 700 
(less) Subsidies (Cash)........ 300 


Cuarces Acainst NET Propuct........ 
Capital Consumption Allowances.......... 2,600 


Torat CHarces Acainst Sector Gross 


$21,283 


Enter prise “Finished Product’’ Output 
Value of Product Sold 


000 
Mark-up Margin Realized. . . 5,000 


Value of Product Distributed in Barter 
Payments in Kind for: 
Wages, Salaries, etc......... 
150 


6,150 


Barter Purchases of Household 
Goods & Services......... 1,000 


Value of Product Used in Home Consump- 
tion of Own-Product............... 

Net Increase in Enterprise 
Inventory of “Finished Product”...... 80 


Total Value of ‘Finished Product’’..... $23 , 580 
Net Increase in Enterprise Inventory of 

Work in Progress 
Plant & Equipment Constructed (Gross).... 


Total Value of Enterprise Product....... 
Value of Household-Produced Services. ..... 


Total Value of Sector Product........... 
(Less) Value of Goods, Materials, & Serv- 
ices Included in Above Which were 
Purchased from and Produced bs 
Other Firms and/or Other Sectors. . 12,700 


Sector Gross PRODUCT.................. $21, 283 
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Sector O 
Households as Productive Enter prises 
APPROPRIATION AND RESTING ACCOUNT 


Production Cost Outlays on Enterprise Out- 
put of “Finished Product” and Un- 
completed Product in Progress: 

Compensation of Employees............ 
Wages, Salaries, etc. 

Cash Payments............ $5,000 

Payments in Kind......... 1,400 

80 


$ 6,480 


Employer Cash Payments for 
Social Insurance......... 


Payments in Kind........... 100 


Cask $1,500 
Payments in Kind........... 1,000 


Materials and Supplies Used............ 
$2,500 
Barter Purchases............. 2,500 


Cash Payments for Insurance Premiums. . . 100 
Cash Payments for Indirect Taxes........ 700 


Total Outlays for Above.............. $14,980 
Construction Cost Outlays on Additions to 
Plant and 
Cash Payments for Wages, Sala- 
$5,000 
Cash Purchases of Materials and 
_ 5,000 


Payments in Kind for “Dividends” (Net 

Withdrawals for Household Use)....... 

Net Increase in Enterprise Inventories... .. 180 
Work in Progress.............. $ 100 
80 


DISPOSITION OF PURCHASING POWER UseED... $28,660 


sponding debit will be to item 13 in Oper- 
ating Account 25 in which account it is 
the balancing and “closing” entry. Refer- 
ence will be made later to the peculiar 
characteristics of this so-called “Operating 
Surplus.” 

Combined Reserve Account 28 has a 
triple function, that of serving as the re- 
serve account of households as producers 
and as both the capital and reserve ac- 
count of households as final consumers. 

From the combination of Revenue Ac- 
count 27 and the appropriate information 
contained in Reserve Account 28 a sum- 


397 
Exhibit IT 
Value of Output of Enterprise “Finished 
Product” & Uncompleted Product in 
Cash Subsidies Received.................. 300 
Borrowing & Similar Advances............. 4,680 
From Previously Accumulated 
Cash Reserves............. 680 
Farm Mortgage Loans.......... 4,000 
Sources OF PURCHASING POWER RECEIVED.. $28,660 


mary of sources and application of funds 
can be prepared for households as final 
consumers. This is illustrated in Exhibit 
III, Households as Final Consumers; 
APPROPRIATION AND RESTING 
ACCOUNT. 

Finally from the information of all four 
of the above accounts, a Combined In- 
come and Product Account for household 
Sector O can be prepared as is illustrated 
in Exhibit I, Households as (1) Productive 
Enterprises and as (2) Final Consumers; 
COMBINED INCOME AND PROD- 
UCT ACCOUNT. 
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Sector O Exhibit 11) 
Households as Final Consumers 
APPROPRIATION AND RESTING ACCOUNT 
Compensation of Employees.............. $203 || Enterprise Operating Surplus.............. $ 6,300 
Wages, Salaries, etc. “Dividends” Received in Kind... $3,500 
Cash Payments.............. $ 100 HH Share in Undistributed Prof- 
Payments in Kind. 100 its of HH Enterprises. ..... 2,800 
Employer Cash Pay ments for So- -_— 
cial Insurance............. 3 Personal Labor Income... .... 6,900 
_— Wages, Salaries, etc. 
Interest Paid. . 100 Cash §5,500 
Cash Payments. $ SO Received in Kind............. 1,400 
Payments in Kind............. 50 
Personal Interest Income................. 60 
INCOME ORIGINATING IN AND NET AND Gross 
Propuct OF HOUSEHOLDS............. $ 303 Received in Kind............... 100 
Goods and Services Purchased from 
7,830 || Cask Receipts of Government Transfer 
Cash Payments for Insurance... $ 130 180 
Cash Purchases of Goods and Cash Receipts of Social Security Benefit 
Barter Purchases of Goods and Household Borrowing—Bank, Mortgage and 
Home Consumption of Own-Product....... 2,350 
TotaL HovusEHOLD ConsumPTION OvTLays. $10,483 
Cash Payments for Direct Taxes........... 750 
Net Increase in Household Inventories. .... 1,500 
Net Increase in Household Investment in 
Household Enterprises............... 2,800 
DISPOSITION OF PURCHASING PowER UsEp.. $15,533 || Sources oF PURCHASING PowER RECEIVED. $15,533 


BARTER TRANSACTIONS 


In the proposed basic accounts and 
summary statements for household Sector 
O, provision is made for separate reporting 
and disclosure of (1) barter transactions, 
(2) cash transactions, and (3) transfers, 
including transfers-in-kind. Of these, bar- 
ter transactions are a prominent charac- 
teristic of industrially backward economies 
and would include the following: 

(a) Share-cropping—land rentals paid 

in kind; 

(b) Services of artisans—E.g., carpenter, 
smith, cobbler, ropemaker, etc.— 
used in maintenance and repair and 
paid by contributions in kind at 
harvest; 

(c) Loans in terms of grain repaid in 
kind at harvest with interest in 
kind added; 


(d) Fodder exchanged for food grains 
for home consumption; 

(e) Personal services of barber, washer- 
man, potter, butcher, priest, etc. ac- 
quired and paid for by contribution 
in kind at harvest. 


It was the assumption of the present 
study that—in most of the above cases— 
a barter transaction should be treated and 
handled as a purchase at both ends. This 
assumption involves the simplest possible 
accounting procedure and is in reasonable 
accord with the facts in all cases in which 
barter represents a double coincidence of 
wants. 

This assumption is unrealistic, however, 
in at least two different cases. ‘Share- 
rents are often as big as half of the total 
production, and when allowance is made 
for the numerous payments in kind which 
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a cultivator makes, the share in kind re- 
ceived by a landlord is often bigger than 
the net production receipts of the cultiva- 
tor. As a result the landlord has often as 
much saleable surplus as the cultivator. It 
would be difficult therefore, to suppose 
that the landlord ‘purchases’ his share. 
The same is true of traditional remunera- 
tions received in kind by artisans, and 
other services. The total remunerations 
accruing to some of the more important 
artisans, like the carpenter and smith, 
often are of the same size as the produc- 
tion of an average cultivator. In fact, they 
have a fair-sized saleable surplus and left 
to themselves, they surely would not pur- 
chase all their receipts. In other cases, even 
though the total receipts are not as big, 
they are usually in terms of the staple 
food grains, part of which must be ex- 
changed for other requirements like salt 
and sugar. It appears, therefore, that these 
transactions are genuine cases of a sale on 
one side and a purchase on the other.’ 


CHANGES OF INVENTORIES 


As pointed out previously, the basic 
accounts and summary statements of 
household Sector O make provision for the 
separate reporting and disclosure of (1) 
barter transactions, (2) cash transactions, 
and (3) transfers, including transfers in 
kind. Barter transactions have already 
been discussed. At this point, changes in 
inventories merit further consideration 
and discussion. To a considerable extent, 
changes in inventories represent transfers 
in kind. 

It should be pointed out right from the 
start that it is proposed to handle changes 
in enterprise inventories through Capital 
Account 25 and changes in household in- 


™“V. M. Dandekar, “Measurement of National In- 
come and Construction of Social Accounts for an In- 
dustrially Backward Economy—I,” Accounting Re- 
search, October, 1951, p. 405. 
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ventories through Reserve Account 28. We 
have indicated previously that the latter 
account will function—in part—as the 
capital account for households as final con- 
sumers. “One of the functions of the capi- 
tal accounts is to deal with changes in 
inventories. It is by means of a full 
exploitation of this function that it is 
proposed to accommodate barter transac- 
tions within the standard framework.’ 
The scheme of social accounts used and 
suggested in this study assumes the possi- 
bility of estimating or imputing the data 
concerning inventories listed on page 398. 


OMISSIONS AND EXCLUSIONS 


It is characteristic of backward econo- 
mies and especially of subsistence and 
family production—which is aimed more 
toward production for home consumption 
than toward the market—that production 
should be very mixed and diverse. Ideally 
it would be desirable to set up an operating 
account for each class and branch of ac- 
tivity. But the difficulties would be tre- 
mendous. As a result, it was not done or 
contemplated in the present study. 

As a logical consequence of the above 
decision not to attempt to distinguish 
between branches of enterprise activity, 
the scheme of accounts established in this 
study makes no provision for separate esti- 
mates or imputations and disclosure of: 

1. Rentals on owner-cultivated land. 

2. The production of barn-yard fertilizer used 

on the home farm. 


3. The production of home-grown fodder fed 
to own livestock. 


Likewise, because of the difficult job of 
imputation and cost accounting which 
would be involved, the present study 
makes no provision for wages and salaries 


18 VY. M. Dandekar, “Measurement of National In- 
come and Construction of Social Accounts for an In- 
dustrially Backward Economy—I,” Accouniing Re- 
search, October, 1951, p. 407. 
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ESTIMATED INVENTORY DATA 


A. Enterprise Materials and Supplies 


. Cash Purchases 
. Barter Purchases 


3. Totat Apprt1ons To Stock 


4. Use in Current Production (including Maintenance 
and Repair) 

5. Use in Capital Construction 

6. Transfer to Home Household Stocks for Use in 
Home Repairs 

7. (plus or minus) Net Change in Inventories 

8. Torar Dispositions oF STOCK 


B. Enterprise Current Product Output 


9. Current Product Produced 
10. Over-all Mark-up Margin Realized 


11. Totrat To Stock 


12. Product Sold 
13. Product Used and Distributed in Barter Ex. 
changes: 
Payments in Kind for Wages, Salaries, Interest 
and Rent 

Barter Purchases of Materials and Supplies 

14. Product Used in Further Production (E.g., Seed, 
Fodder, Fertilizer, etc.) 

15. Product Transferred to Home HH Stocks for Home 


Use. 
16. (plus or minus) Net Change in Inventories 
17. Torax Dispositions oF Stock 


C. Home Household Inventories 


18. Withdrawals from Enterprise Stocks for Home Use 

19. Cash Purchases 

20. Barter Purchases 

21. Proceeds in Kind in Compensation for Services 
Rendered 


22. Torat AppiTIONs To Stock 


to family labor. As a consequence, “Re- 
muneration to family labour therefore 
could appear as part of the operating sur- 
plus. This procedure fundamentally 
changes the character of the operating 
surplus and and places the household 
enterprise on a footing different from that 
of the productive enterprises treated in 
sector (i). But that is a fact of subsistence 
economy and it is best to recognize it in 
the system of accounts. The so-called 
enterprise is not so much of a business 
proposition as a way of life, and the 
operating surplus is no more than a source 
of receipt available for expenditure. The 
family members are a charge on the enter- 
prise and, what is not often realized, in its 
bad days the enterprise is a charge on 
other resources of the household. We pro- 
pose, therefore, that to the extent that 
their labour enters the family product, no 
attempt should be made to separate the 
family members from the enterprise. They 
should be treated as an integral part of it 


23. Use in Payments in Kind of Wages, Salaries, Inter- 
est and Rent 

24. Use in Home Repairs 

25. Use in Final Consumption 

26. Transfer to Enterprise Stocks for Re-Sale 

27. (plus or minus) Net Change in Inventories 

28. Tota Dispositions oF Stock 


and their remuneration should appear as 
part of the operating surplus.’”® 


SUMMARY AND RECAPITULATION 


The scheme of social accounts presented 
and discussed in this paper has made pro- 
vision for subsistence and family produc- 
tion but has done so within the framework 
of a separate and segregated sub-sector. 
Likewise the same scheme of proposed 
accounts provides for the segregation and 
separate reporting of barter transactions. 
As a consequence of the above, provision 
is made for separate and segregated re- 
porting of all items which have to be based 
on estimate and imputation and which 
consequently are subject to a considerable 
degree of possible error. This facilitates in- 
terpretation and evaluation. 

The remaining segments of an indus- 
trially backward economy should be sub- 
ject to the same scheme of social account- 
ing as that for the Western nations. 


18 Tbid., p. 410. 
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TRAINING FOR LAW AND FOR 


PUBLIC ACCOUNTING 


L. CAMPFIELD 
Army Audit Agency, San Francisco Regional Office 


professional man assumes an extraor- 

dinary significance and occupies a 
responsible niche in society. The approach 
to problems of social conduct and social 
policy under the guidance of professional 
tradition has a tendency to raise the 
ethical standard and widen the social 
outlook of a people as a whole. Hence, the 
steady growth of professionalism over the 
years is one of the most hopeful signs of 
our times. 

The reason for the importance of pro- 
fessional service lies primarily in the fact 
that there is greater power for general 
welfare or general woe connected with 
professional service than for other pur- 
suits in life. When the average person 
seeks professional services he is placed at 
a peculiar disadvantage since there is 
little or nothing that he is capable of 
testing, examining, or even seeing in ad- 
vance of the purchase or acquisition. He 
must rely almost entirely upon the prac- 
titioner’s ability and willingness to furnish 
him service that will be satisfactory. Pro- 
fessional men should, therefore, assure the 
laying of foundations for a well balanced 
judgment which will enhance the reputa- 
tion of professions in the eyes of the com- 
munity. 

In a way society attempts, frequently in 
conjunction with the efforts of organiza- 
tions of practitioners, to protect itself 
against abuses of these large powers by 
insisting that as a prerequisite to the prac- 
tice of a given profession the prospective 
practitioner be required to demonstrate 


if AN AGE OF CONFLICT the role of the 
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that he possesses a fundamental knowledge 
of and ability to judge wisely among those 
values, ideals, and traditions so essential 
to the maintenance of a respect of the 
human rights and institutions upon which 
a free society is structured. 

It is generally agreed that some of the 
distinctive attributes of a profession per- 
tain to individuals while others pertain to 
associated groups of individuals. First, a 
profession may be thought of as repre- 
senting a type of activity in which the per- 
formance of personal service is effected 
through the application of a highly special- 
ized knowledge and skill. In such per- 
formance, problem situations are dealt 
with on a high intellectual plane. The sec- 
ond attribute of a profession is a recogni- 
tion in the actual work performed of an 
obligation of service, as distinct from a 
motivation of monetary reward or profit, 
to those served, to the general public, and 
to fellow practitioners. A third attribute is 
reflected in the organization and banding 
together of fellow practitioners, and a 
voluntary assumption of a code of profes- 
sional ethics designed to raise the stand- 
ards of service rendered and the conduct 
of the practitioners themselves. Finally, 
there is a more or less formal recognition 
of status by one’s colleagues or the state 
as a basis of good standing. 

It is the purpose of this article to exam- 
ine the methods adopted by two of the 
most important and closely allied profes- 
sions, namely Law and Public Accounting, 
in training their members for the role of 
sound and wise professional practice. 
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RATIONALE OF THE TWO PROFESSIONS 
The Nature and Function of Law 


In a society in which all of its people 
always think as one and in which no con- 
flicts arise, it is conceivable that such a 
society would have no need for a system 
of law. But in the realm of free play of 
forces within a dynamic society, disputes 
and differences in opinion arise and thus 
give cause for the introduction of some 
orderly manner by which disputes can be 
settled. 

Law, in a sense is a mode of action in 
accordance with the custom, usage, prac- 
tice, and settled method of conduct of a 
given body of people at a given time and 
place. 

The formulation of rules of conduct for 
human beings is admittedly a difficult and 
complicated task. The impulses and mo- 
tives of men are as countless as the sands 
of the sea. Their conduct is directed by 
considerations of love and hate, generosity 
and avarice, ambition, and so on. From a 
myriad of uncertain and shifting condi- 
tions where no two people are subject to 
exactly the same influences and no two 
problem-situations are exactly identical, 
the law attempts to bring an orderliness 
and system to the task of resolving human 
problems. 

Basically, law is concerned with de- 
veloping methodology whereby the welfare 
of each individual in society is achieved 
through the welfare of the group. In this 
manner a wider and a more certain liberty 
is assured for each. For its major emphasis, 
law must be concerned with preventing 
conflicts between individuals rather than 
concentration on mitigation and composi- 
tion of disputes after they have arisen, 
Physical welfare of individuals, contracts, 
torts, money, etc. enter into the realm of 
law only by becoming matters of individ- 
uals’ feelings, thoughts, beliefs, and be- 
havior. Obviously the fundamental ma- 
terial with which the law deals is psycho- 
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logical in nature. Hence, the manner jp 
which legal machinery, through judges, 
attorneys, and others, gives meaning to 
solution of human problems perforce must 
follow a sound reasoning process. 


The Meaning and Uses of the Accounting 
Method 


In the field of business, the accounting 
method is used to serve a purpose similar 
to that which a compass serves on board 
ship; viz., it enables the management 
hierarchy of an enterprise and all other 
interested parties to determine the direc. 
tion in which the enterprise is moving, 
This trend of the enterprise is the most 
important fact in the existence of a going 
concern and assumes far greater stature 
than the absolute financial position of an 
enterprise. The latter information could 
be determined at a given point of time 
without formal accounting records. 

Accounting methodology deals with all 
economic facts which may be expressed 
quantitatively with respect to a given 
enterprise. In so doing, its technique is an 
application of the quantitative method of 
scientific analysis. In fulfilling its service 
function to business enterprise, accounting 
follows these stages of the reasoning proc- 
ess: collection of data (regarding money 
facts), classification of these data, sum- 
marization of the data, interpretation and 
reporting of the data, and verification of 
both the basic interpretations and the 
reporting. 

Since accounting methodology concerns 
itself with the organization, presentation 
and interpretation, and verification of 
financial facts pertaining to an enterprise, 
it may be stated that the basic objectives 
to be achieved by it are but two in number, 
namely: (1) that of furnishing dependable 
and relevant financial information as an 
aid in the management of an enterprise’s 
operations and (2) that of determining the 
efficiency and accountability of such 
management. There are, to be sure, many 
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minor objectives, but these are merely 
auxiliary to the two major ones. 


THE ROLE OF SPECIALIZED SCHOOLS IN 
TRAINING FOR THE PROFESSIONS 


The Conditioning Mechanism of the Law 
School 


The law school and other agencies at- 
tempt to train potential administrators of 
the law to take the facts in a given case, 
study them in their relation to the various 
principles of law which bear upon them, 
and segregate the material and relevant 
items from those that are not material or 
relevant. The relevant facts should then 
be weighed and judged in terms of their 
relative importance and upon application 
of the appropriate legal principles pre- 
sented as a logical and well reasoned 
opinion on the whole. Ability to perform 
in this fashion is evidence of possession of 
power by a person to deal with problem- 
situations in a manner assuring the reason- 
able attainment of sound judgments. 

It is the composite opinion of those re- 
sponsible for the training of practitioners 
of the law that when a man has completed 
acertain amount of college training, then 
pursued a course of legal training for three 
or four years, and finally passed a search- 
ing bar examination, he has demonstrated, 
in as reasonably thorough a manner as can 
be expected, the right to engage in legal 
practice. Even with these safeguards the 
proof that each person thus exposed to 
training for the profession will emerge a 
careful, deliberate thinker is far from per- 
fect. But it is the opinion of the American 
Bar Association that successive tests of 
reasoning ability encompassed in the pro- 
gram outlined above constitute the mini- 
mum assurance to which the public is en- 
titled. 

It is generally believed that the best 
preparation for successful study and legal 


‘Why Higher Standards of Legal Education, Pam- 
ple, The American Bar Association, Chicago, 1937, 
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practice is a wide and thorough general 
education, and that this general education 
is best secured at colleges and universities. 
There, methods of training which have 
stood the test of time help develop in the 
mind of a student those powers of appre- 
hension and reasoning which permit him 
to grasp with abstract principles and build 
upon them. There also, with studies in 
literature, language, mathematics, eco- 
nomics, etc. as a background, the student 
is trained to arrange his mental mechanism 
by review and summary of the study of a 
considerable period of time in such a man- 
ner as to facilitate presentation to a board 
of bar examiners in a comprehensive, 
accurate, and logically digested form. 

The pre-legal training of a university 
helps to insure some degree of maturity in 
the law school student which the effective 
study of law demands. Perhaps, as one 
noted jurist has opined, the highest mental 
faculty which a great lawyer ultimately 
acquires is a wise judgment based not only 
on memory and wise deduction but on a 
wide range of comparisons and inferences.” 

When pre-legal training is integrated 
with a formal law school program, the 
objective of legal education then becomes 
not so much the training of specialists as 
the development of the student’s capacity 
to examine as many of the constantly 
changing facts and forces surrounding 
problem-situations as he can effectively 
bring into his thinking, and to use these 
facts imaginatively in determining a solu- 
tion. 

Since the second decade of the 20th 
Century the trend in law school curricula 
has been toward a functional grouping.’ In 
this modern trend toward functionalism, 
courses or groups of courses are planned 
in their relation to industry, transporta- 


?Samuel Williston, Proceedings of Special Session 
on Legal Education, American Bar Association, Wash- 
ington, D. C., 1922, p. 31. 

3 Esther L. Brown, Lawyers, Law Schools, and the 
Public Service, Russell Sage Foundation, New York, 
1948, pp. 99-111. 
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tion, social conditions, international af- 
fairs, etc. Grouping courses in this manner 
was recognition that the law was not the 
formal, compartmentalized thing en- 
visioned in earlier curricula but a living 
thing inextricably interwoven into the en- 
tire social and industrial life and therefore 
could only be studied, interpreted, and ap- 
plied on that basis. Other examples of the 
functional type of instruction are to be 
found in curricula emphasizing and shaped 
around the inter-relation of law and eco- 
nomic organization and in those building 
courses around institutional complexes 
such as enterprise and labor. 

Along with such reshaping of the cur- 
ricula of law schools toward giving prospec- 
tive attorneys a greater competence in 
dealing with complex problems of modern 
society, teaching methods have undergone 
a change. Three comprehensive methods 
are generally recognized in modern law 
school instructions: the case method, the 
problem method, and clinical methods.‘ 

The case method, when used in an im- 
aginative way, has been acclaimed success- 
ful in introducing the student to an exami- 
nation of “real situations.” There is, how- 
ever, the danger that it may be subjected 
to routine application and utilized as the 
only method of instruction. 

The problem method of teaching is a 
somewhat newer technique in law schools 
and represents a valuable tool for training 
only to the extent that problems have 
been so devised as to elicit an exercise in 
reasoning on the part of the student in 
determining a course of action in solving 
the hypothetical problems of equally hy- 
pothetical clients. Research, case study, 
counseling, and drafting briefs all would 
be intermingled in much the same way as 
in actual law practice. 

Several techniques for aiding the train- 
ing of prospective attorneys are subsumed 
under the phrase “clinical methods.” Two 


* Esther L. Brown, ibid., pp. 229-239. 
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of these have had a long and successfyj 
tenure in law schools generally. These are 
the moot court and the law review. In the 
former, students are given practice op 
appellate or trial court cases. They investi- 
gate the applicable law, prepare briefs, and 
argue the cases orally in a setting simu- 
lating that of a courtroom. On many occa- 
sions visiting judges preside over this moot 
court. The law review, whose editorial 
board is usually selected from second and 
third year students with the highest 
scholastic record, furnishes the law stu- 
dents with an excellent opportunity for 
doing legal research and learning how to 
write effectively. It is believed by many 
legal educators that the analytical ability, 
resourcefulness, and articulateness re- 
quired in the law review work augurs well 
for a transfer of the same type of reasoning 
to the law courses and to subsequent prac- 
tice. 

A third type of clinical method is that of 
the legal clinic in which advanced law 
students actually handle cases, at least in 
the preliminary stages, of indigent clients. 
Sometimes the legal aid clinic is a part of 
and under the direct supervision of the 
law school. In other instances the clinic is 
sponsored by a legal aid society with which 
the law school may have made arrange- 
ments for instructions. Needless to say, 
the effectiveness of the legal clinics as a 
teaching technique depends upon the ade- 
quacy of supervision by the law school 
faculty. Notwithstanding, the legal clinic 
does provide at least a suggestive pattern 
in which the student is required to act 
much as he is expected to act in his later 
professional life. Here, he is given a chance 
to see a problem in its entirety and its 
dynamic nature rather than viewing 4 
series of problems as static fragments. 


The Training and Development of the Public 
Accountant 


In common with other professional men, 
public accountants must possess a sense 
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of responsibility to society and be able to 
perform sound reasoning about the broad 
areas of life’s activities of which their field 
of specialization is but a microcosm. 
Many of the basic qualities such as re- 
sourcefulness, initiative, self-confidence, 
well formed habits of orderly approach to 
problems, etc., so essential to any success- 
ful undertaking will be required of public 
accountants just as they are required of 
any other professional men. A program for 
training and developing public accountants 
can, at best, only take the product of 
antecedent agencies of society and nurture 
and augment the basic habits there im- 
planted. 

In formalized programs of accounting 
education three criteria are generally ob- 
served in selecting subject matter: (1) 
subjects are to be important and of funda- 
mental and general interest; (2) matters 
considered are those with respect to which 
the individual will not, in the ordinary 
course of everyday living, more or less 
acquire a sufficient understanding, and 
(3) the subjects dealt with are to be suffi- 
ciently recondite and difficult as to escape 
understanding from mere, casual, un- 
directed contact and inquiry, i.e., subjects 
must be susceptible to continuous study, 
and of which the essence can be enunci- 
ated in a body of doctrine or principles.5 
All of these criteria are aimed toward a 
stress on reasoning power. In its emphasis, 
a program of accounting education at- 
tempts to train the student in the following 
parts of the reasoning process: analysis, 
interpretation, and co-ordination. 

The well devised program of education 
for the public accounting profession creates 
a training environment in which a search 
for the best means of collecting, recording, 
and interpreting financial facts is con- 
stantly going on. Early in the instructional 


William A. Paton, “The Educational Value of 
Training in Accounting,” Proceedings of the. Seventh 
Annual Meeting, The American Association of Uni- 
versity Instructors in Accounting, Volume 7, April, 
1923, p. 68. 
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program the student is presented with an 
integrated picture of the field of accounting 
which is kept before him at all stages of 
instruction. In this manner, study pro- 
ceeds from theory or generalizations to the 
applications requisite under particular 
conditions. Basic to this approach is a 
thorough schooling in the structural ele- 
ments of business organization and opera- 
tion. It is to be noted that economics 
furnishes the substance of the accounting 
method. Hence, any training program 
which avoids giving the accounting student 
early a reasonable insight into the business 
anatomy for which accounting methodol- 
ogy will serve is likely to find its product 
trying to apply specialized rules to general 
conditions. 

The broad framework from which the 
typical collegiate accounting program 
points toward preparation for professional 
practice embraces two characteristic di- 
visions: the first, covering a two year 
period, is devoted primarily to such liberal 
arts courses as afford sound disciplines in 
abstract thinking and introduction to the 
accounting and related subjects to be 
pursued more intensely later; the second 
division, likewise covering typically a two 
year period, is predominantly weighted 
with study of the specialized courses to 
which the student had an introduction in 
the first two years. 

It is fairly well agreed among both 
accounting educators and accounting prac- 
titioners that training in such areas as 
English composition, literature, history, 
languages, economics, etc., is necessary for 
the future practitioner to be equipped for 
appraising present day ideas and com- 
municating ideas intelligently to others. 
These types of courses, together with 
courses introducing accounting and re- 
lated subject matter, generally cover the 
first two years of scholastic work. 

These first two years of broad back- 
ground training diversified with introduc- 
tory accounting and related courses will 
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give the student a reasonable minimum 
training in abstract thinking. Basically, 
this is the same idea motivating law schools 
in the establishment of two or three year 
pre-legal curricula. It is important that 
the ability to think in abstract should be 
trained early. In most instances, the pro- 
grams of pre-professional curricula insti- 
tuted by both collegiate schools of business 
and by law schools are preeminently 
offering this type of discipline. 

In the second characteristic division of 
training for the professional practice of 
accounting, the student typically gives 
closer attention to the detailed theory and 
techniques of many of the business sub- 
jects to which he had been introduced in 
the first or abstract thinking stage. Here, 
courses in accounting deal primarily with 
the fundamental philosophy of accounts. 
The trainee studies, for example, cost ac- 
counting from the standpoint of the basic 
theories underlying various concepts of 
costing; he studies theory of accounts to 
understand the basis for sound professional 
judgment in meeting practical situations; 
and auditing courses are studied from the 
standpoint of the principles involved in 
verification methods, the nature of credit- 
able evidential matter and the functions 
of internal control. 

A third characteristic stage of account- 
ing education is finding increasing support 
from accounting educators and practi- 
tioners alike. This stage adds a year of 
graduate training to the student’s program. 
One of the main reasons that such grad- 
uate instruction is finding increasing favor 
lies in the fact that a large part of the 
public accountant’s work is in itself ana- 
lytical and constructive research. Hence, 
the graduate program emphasizing the 
methodology of research and reporting 
does a great deal to ripen the judgment of 
the maturing student. 

Included as an integral part of the 
year’s graduate work is the requirement 
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that a thesis project be completed. This 
project embraces a fairly long, serious 
research investigation and report to which 
approximately a fourth of the student's 
time is devoted. The training which this 
type of project gives the student in collect. 
ing ideas and data, organizing and classj- 
fying these data in some coherent manner, 
and finally expressing the results and inter. 
pretation in clear, impressive language is 
of invaluable service to a person who in- 
tends entering a profession in which in- 
terpretative reporting of facts and figures 
is so important. 

Some universities have dropped or 
greatly curtailed their undergraduate pro- 
grams in accounting in favor of a graduate 
program. In these types of curricula the 
three years are devoted to a study of a 
predominantly weighted liberal arts pro- 
gram in the Liberal Arts division of the 
undergraduate college. The fourth year of 
study, which is also the first year of study 
in the professional curricula, will qualify 
the student for a baccalaureate degree at 
the end of the fourth year. The fifth year 
of study, which represents the second in 
the professional curricula, culminates in 
an award of a Master’s degree with a 
major or specialization in accountancy. 

The trend toward the five year curricu- 
lum for prospective public accountants 
closely approximates the requirements of 
law schools in their training of members 
for the bar. Regardless of which of the 
two methods of graduate instruction in 
accounting is followed, it is apparent that 
the finished product of the training pro- 
gram will not only have a more mature 
approach than the student with only 4 
baccalaureate training but will have been 
subjected to more of the creative inter- 
pretation and writing associated with the 
public accountant’s major professional 
activity. 

The official policy of the American Insti- 
tute of Accountants, as expressed in resolu- 
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tions of its council and in its recommended 
legislation for public accounting in the 
yarious states, is that college education, 
even graduate study, is highly desirable in 
preparation for professional practice.* Cur- 
rently, there are but few states in the 
United States requiring successful comple- 
tion of a four year college course in Ac- 
countancy as a prerequisite for a certificate 
as a certified public accountant. However, 
it is not unreasonable to expect that the 
near future will witness a rapid trend in 
state legislation toward equalizing the 
education requirement for the right to 
practice public accountancy with that 
existing in some of the older professions, 
such as law and medicine. It is fairly well 
agreed that both law schools and medical 
schools tend to screen out the unsuited 
more effectively than do the professional 
licensing examinations. No less should 
be expected of the collegiate schools offer- 
ing training in preparation for the public 
accounting profession. 


LICENSING EXAMINATIONS AS AN INTER- 
MEDIATE CRITIQUE OF SOUND TRAINING 


The Bar Examination 


It has been noted that society tends to 
protect itself against abuses by professions 
of their broad powers through a require- 
ment, among others, that practitioners be 
licensed by the state. This requirement is 
of particular import where lawyers are 
concerned. In any organized group the 
function of the law is to implement the 
total basic values and objectives of the 
community. Hence, the adequacy and 
eficiency of the legal institutions, prac- 
tices, and rules through and by which these 
objectives are obtained must be contingent 
in large measure on the skill and sound 
thinking ability of the members of the 
legal profession. 

* Editorial, ‘‘What Should Be the Educational Re- 


quirements for the Accounting Profession?”, The 
Journal of Accountancy, October 1949, p. 275. 
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The series of examinations of various 
types to which the prospective lawyer is 
subjected from the time of his entrance 
into pre-legal training through the comple- 
tion of a formal law school program will 
test in one fashion or another the trainee’s 
ability to reason under various situations 
of diverse complexity. The bar examina- 
tion culminates the preparatory testing by 
requiring an applicant to demonstrate— 
more conclusively than in prior testings— 
the presence of qualities necessary to the 
rendition of sound legal opinions. 

A former bar examiner very adequately 
sums up the kinds of qualities of which the 
essay type bar examination seeks to elicit 
demonstration by candidates:’ 

1. Ability to analyze a complicated set of 
facts, to select the material facts and to dis- 
card irrelvant ones, and to see the point 
upon which the case turns. 

2. Ability to articulate and classify the prob- 
lem presented, i.e., to state it in lawyer-like 
fashion and to place it in its proper category 
of doctrine. 

3. Knowledge of the relevant doctrines of 
law or the holdings of cases, their relation 
to each other, and their qualifications and 
limitations. 

4. Ability to apply the law to the facts and 
problems presented and to reason logically 
to a sound conclusion from the premises 
adopted. 


The first three abilities represent a 
general background for correct decision 
making or resolution of legal problems. The 
fourth ability presupposes the acquisition 
of the habits, the knowledge, and the 
special skills and techniques that a formal 
law school program strives to inculcate in 
its trainees. All of the conditioning of a 
general program of education and experi- 
ence of a pre-law and law school program 
should culminate in producing the type of 
person who possesses the ability to exer- 
cise sound judgment as required by the 

7 Sheldon D. Elliot, “Making and Marking a Bar 


Examination,” The American Law School Review, 
October 1939, p. 398. 
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composite test of the corporate state’s 
representatives—the bar examiners. 


Regulatory Testing of Qualities in Public 
Accountants 


There is no known examination which 
can infallibly measure a person’s capacity 
to render sound decisions. Although ad- 
mittedly never perfect, examinations do of- 
fer the best means known of testing knowl- 
edge. If ingeniously devised, they will in- 
dicate to a significant degree a person’s 
ability to apply knowledge to diverse situa- 
tions requiring resolution. 

It must be remembered, however, that 
an examination, no matter how artfully 
devised and conducted, only tests the state 
of a candidate’s knowledge and ability to 
apply the knowledge at the time of the 
examination. Although the entrant into 
public practice of accounting is subjected 
to tests all along the pathway to a licence, 
he encounters the real test later when he 
is confronted with live problems and re- 
sponsibilities calling for the exercise of all 
of the qualities and powers which a school 
and other training media attempt to in- 
duce. 

Consideration is now directed to the 
manner in which the CPA examination 
tests the prospective public accountant’s 
capacity for sound reasoning.® It is impor- 
tant to note that the uniform CPA exami- 
nation prepared by the board of examiners 
of the American Institure of Accountants 
is currently used, as their own, by the 
examining accountancy boards of all forty- 
eight states, the District of Columbia, and 
four territories. 

® The present day trend is to license only certified 
public accountants for the performance of public ac- 
counting practice. This is true in spite of the existence 
in many states of a two-class system of licensing public 
accountants. At the same time the various states con- 
tinue to protect the constitutional rights of noncertified 
public accountants who were in practice as of the effec- 
tive date of the two-class legislation. Since most of the 
significant public accounting work today is performed 


by certified public accountants, this article is concerned 
only with the regulatory testing of the latter class. 
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The content of the CPA examination jg 
intended as a test of the candidate’s knowl. 
edge of the whole field of accountaney 
and of his ability to practice in that field, 
Hence, the examination attempts to test 
primarily two things: (1) knowledge of 
technical professional requirements and 
of general business practice, and (2) 
ability and aptitude in applying this 
knowledge to typical complex problem. 
situations. Thus, as Kester relates, the 
examination intends a testing of four spe- 
cific abilities and qualities in the candi- 
date:® 

1. Knowledge of the principles of accounting 
upon which the profession rests; 

2. Knowledge of methodology available and 
generally used in practice and the candi- 
date’s facility in adopting it to problem. 
situations, i.e., his ability in using the tools 
of his profession; 

3. Knowledge and application of the profes- 
sional ethics in accordance with which prac- 
tice is carried on; 

4. Demonstration of knowledge of his responsi- 
bilities to client and public as a professional 
man. 


The present day CPA examination tends 
to test the applicant’s possession of qualifi- 
cations requisite for a profession that is 
being charged more and more with broad 
responsibility. A study made of trends in 
CPA examinations indicated that ques- 
tions dealing with the strictly procedural 
side of public accounting work have shown 
a decided decrease while questions relating 
to the broader social aspects of public 
accounting, e.g., observance of high stand- 
ards of performance, have shown a marked 
increase.° This trend represents but 
another indication that the public account- 
ing profession is fully aware that a licensee 
must demonstrate, in part, through 4 


® Roy B. Kester, “The Examination for Certified 
Public Accountants,” The Journal of Accountancy, 
November, 1935, pp. 362-363. ; 

10 Howard F. Stettler, “Trends in Auditing Examina- 
tions,” Unpublished Master Thesis, University o 
Illinois, Urbana, 1942, p. 62. 
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rigorous and adequate examination con- 
ducted under the auspices of society’s 
representatives that he brings to profes- 
sional practice the skills, habits, and apti- 
tudes basic to the formation of carefully 
considered opinions. 

The granting of a license to practice as 
a certified public accountant culminates a 
formal testing not only of the cumulative 
store of knowledge gained through years 
of schooling, but also of the skills and 
aptitudes necessary for application gained 
through added experience in the field. As 
indicated previously, the object of any 
professional licensing and the prevailing 
justification for it is the protection of the 
public interest. The CPA examination, 
therefore, can be considered but another 
facet of the efforts of the public accounting 
profession to insure that the accounting 
practitioners will assume a professional 
responsibility and have at least some con- 
tacts with the practical professional view- 
point before being granted a license to 
practice. 


ACTIVITIES OF PROFESSIONAL SOCIETIES: 
AN AID TO FORMAL TRAINING 


Service Rendered by the Organized Bar 


That much of the lawyer’s education and 
improvement of his ability to reason effi- 
ciently must follow his graduation from 
law school is generally conceded. Tra- 
ditionally, some of this has come from his 
associates in practice and some, unfor- 
tunately, through mistakes at the expense 
of clients. Although there are no panaceas 
for legal, as well as any other, problems, 
the organized bar has for a considerable 
length of time afforded an organized body 
of knowledge and an organization of ex- 
perienced practitioners to aid both pro- 
spective practitioners and those already 
in practice. 

The organized bar, as is the case with 
other professions, has its origin in the 
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gregarious instinct of individuals to band 
together for mutual protection and benefit. 
The organized bar inclusive of the Ameri- 
can Bar Association—national organiza- 
tion of lawyers—and state and local bar 
associations embrace a membership repre- 
senting better than sixty per cent of all 
the lawyers in the country. 

Perhaps the largest service rendered by 
the organized bar to the program of devel- 
oping lawyers capable of rendering sound 
decisions and opinions has been its con- 
sistent policy of maintaining and improv- 
ing standards of legal education and 
admission to the bar, maintenance of high 
ethical standards for members of the legal 
profession, and development of adequate 
machinery for purging the profession of 
undesirable and unauthorized practition- 
ers. 

Another area in which the organized bar 
has not only assisted its members in ob- 
taining experience but abetted the pro- 
motion of good citizenship has been. in 
rendering assistance to legal aid societies. 
In prior paragraphs of this article reference 
has been made to the manner in which law 
schools have established relations with 
legal aid societies in an “instruction- 
clinic” liaison. Where the organized bar 
supports legal aid it not only lives up to 
the ethical obligation of the profession but 
increases general respect for the law by 
demonstrating that justice can be secured 
without prohibitive expense for even the 
poorest person.” 

A coordinate effort of the organized bar 
and the law schools of the country has 
been directed in recent years to improving 
the post law school training of practition- 
ers. Some of this has been accomplished 
through short series of lectures known as 
law institutes. These consist of general 

11M. Louise Rutherford, “The Influence of the 
American Bar Association on Public Opinion and Legis- 
lation,” Unpublished Ph.D. dissertation, University of 


Pennsylvania, Philadelphia, 1937, p. 17. 
12 Tbid., p. 100. 
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lectures designed to refresh the practi- 
tioner’s memory on material studied in 
school and to bring him up to date as to 
developments since graduation; lectures 
shaped around detailed technical instruc- 
tion in specialties; and, lectures dealing 
with practical aspects of legal work. These 
latter courses are organized expressly for 
the “green” practitioner. 


Coordinating Functions of Professional 
Accounting Societies 


Every professional man has a responsi- 
bility to his profession which recognizes the 
rights of outsiders in connection with the 
quality of professional service rendered. In 
their own enlightened self-interest, pro- 
fessional men customarily join together in 
associations or societies of like-minded 
persons. In the public accounting profes- 
sion this has been best typified by certified 
public accountants affiliating with their 
respective state societies or their national 
organization, the American Institute of 
Accountants. In recent years these socie- 
ties, particularly the American Institute, 
have performed research on accounting 
matters, conducted public relations pro- 
grams, cooperatively worked with other 
professional groups, regulatory agencies, 
credit men and others. These organizations 
have constantly sought to raise the edu- 
cational standards for admission to the 
public accounting profession and by co- 
ordinating and disseminating accounting 
knowledge have generally improved the 
environment in which aspirants to the 
public accounting profession might de- 
velop good judgmental qualities and prac- 
titioners might improve theirs. 

The American Institute of Accountants, 
with the aid of cooperating state societies 
of public accountants, has permitted the 
use of its good offices to colleges and uni- 
versities and to individual accounting 
practitioners in the establishment of tech- 
niques for the discovery of latent account- 
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ing ability, achievements, and interests in 
prospective public accountants. A Person. 
nel Selection and Testing program initi- 
ated by the American Institute of Ac. 
countants in recent years has furnished 
the basis for measuring students’ general 
intelligence, aptitudes in accounting skills, 
and general and specialized interests, 
There is little doubt that the results of 
these tests are being usefully exploited by 
the public accounting profession in its 
efforts to improve the caliber of men 
entering the profession. 


SUMMARY 


A profession is characterized by the type 
of activity in which its members are re- 
quired to possess a highly specialized 
knowledge and have the ability to apply it 
with skill and wisdom in the rendition of 
personal service. 

That a philosophical bent pervades 
modern thinking about the implementation 
of the methodology of each of the two pro- 
fessions, Law and Public Accounting, is 
evident to any reasonably informed per- 
son. The core thought underlying the 
training for each profession appears to be 
the same, viz: the public interest in all 
important areas of group activity trans- 
cends the private interest. Stated another 
way, we may say that the entire training 
and development program utilized in 
each of the two professions is permeated 
by the idea of instilling and encouraging 
the growth of a consciousness of social 
responsibility. 

The methodology of training in each of 
the two fields examined represents an 
attempt to condition aspirants foremost 
in the disciplines of reasoning necessary to 
produce good citizenry first and efficient 
practitioners secondarily. In this regard, 
the tendency has been to require pursuit 
of a two or three year pre-professional 
liberal arts curriculum embodying disci- 
plines fundamental to instilling habits of 
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good expression, orderly collection and 
arrangement of facts, interrelating and 
correlating facts, and so on. 

The inquiry used as a basis for this 
article discloses a strong tendency in the 
current educational programs of each of 
the subject professional groups to shape 
course and instructional offerings around 
basic institutional complexes, e.g., the 
corporation. This trend implies the exist- 
ence and need of a close interrelation and 
interdependence between the two pro- 
fessions. 

In the professional curricula for each of 
the subject fields there has been a tendency 
to supplement the basic offerings of theory 
with well chosen cases carefully integrated 
with the theory. 

With respect to coordinated training 
programs by organized practitioners and 
cooperating colleges and universities, the 
two professions are highly comparable. 
Each has a strong national society sup- 
ported by well organized and integrated 
state societies or associations. The ma- 
jority of practitioners in each profession 
will hold membership in either or both of 
the types of societies operating in the 
respective fields. 

Close alliance is maintained between 
each of the professions, Law and Account- 
ing, and the schools offering professional 
curricula in these fields. In this manner 
interchange of ideas on improvements in 
the educational programs is facilitated. All 
of this, of course, points toward improving 
the quality of thinking which will be per- 
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formed by entrants into the ranks of prac- 
titioners of each profession. 

In both of the subject professions the 
right to render professional service is pre- 
scribed by the state, and rigorous exami- 
nations must be successfully completed 
before a person can present himself as an 
attorney-at-law or as a certified public 
accountant. The public accounting profes- 
sion lags behind the legal profession to 
the extent that completion of a college 
education is a requisite to the obtaining of 
a CPA certificate in but few states. On the 
other hand, completion of an accredited 
law curriculum is generally a prerequisite 
to sitting for a bar examination. Perhaps, 
to some significant degree, this disparity 
between the two professions is offset by the 
requirement in most states of from one 
to three years acceptable public accounting 
experience as a prerequisite to licensing as 
a certified public accountant. It is to be 
noted in connection with the above com- 
parison that a few states have, in recent 
years, been requiring or experimenting 
with short internship or probationary prac- 
tice periods as requisites to final licensing 
for legal practice. 

It may be concluded that the training 
programs for each of highly specialized 
professions such as Law and Public Ac- 
counting tend to turn out products who 
possess trained abilities to render opinions 
and decisions that are free from illusion or 
personal desire, but instead are founded 
upon intellect and reason. 


in 
nh- 
i. 
C- 
al 
ls, 
of 
by 
its 
en 
pe 
re- 
ed 
it 
of 
es 
on 
is 
er- 
he 
be § 
all § 
ns- 
er 
ing 
in 
ed 
ing 
ial 
of 
an 
ost 
to 
nt 
rd, 
suit 
nal 
sci- 
of 


SOME MORE NOTES ON THE BOND 
YIELD PROBLEM: SERIAL BONDS 


RALPH W. SNYDER 
Geo. S. Olive & Co. 


N THE July, 1952, AccounTING RE- 

VIEW, under the title “Some Notes 

on the Bond Yield Problem,” I dis- 
cussed the application of a modified or 
improved Newton’s correction formula to 
the problem of finding the accurate yield 
on a bond, the improved formula having 
been briefly set forth in an earlier paper 
by Hugh E. Stelson,! who had drawn it 
from one of the mathematical journals. 
In order to avoid as far as possible the 
repetition of material set forth in the 
first paper, I shall proceed as though this 
were (what it really is) Part II of a two- 
part paper, including the continuation of 
numbers of formulas and equations herein 
from where they stopped in the preceding 
article. 

In this second part I propose to consider 
serial bonds, and to merge some ideas 
gained from a remarkable 1941 paper by 
Richard A. Byerly? with some derived 
from the improved correction formula. 

With serial bonds, the problem of find- 
ing the initial approximation to the yield 
rate is more acute than it is with a single 
bond, for we cannot enter an ordinary bond 
table with the actual price of the serial 
issue to find the nearest tabular price and 
its rate, for a first approximation. We 
therefore need a direct formula. 

Byerly’s paper is unique, insofar as I 
am aware, in providing a basis for a direct 
solution for the yield on serial bonds. His 
approach was a series which he presented 
for the price of a serial issue of any de- 
scription (i.e., no requirement for sym- 
metry in times and amounts of retire- 


1 The AccountTinc Review, October, 1951, p. 538. 
2 The AccounTinG Review, September, 1941, p. 281. 
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ments). His series is unusual in that for 
v (=(1+7)-) in the bond formula he sub- 
stituted the equivalent (1—d), in which 
d is the discount rate, d=i/(1+7%).? He 
then expanded a binomial series in powers 
of d, for each bond, the sum of all the 


series being the price of the issue. After f 


a solution for d, the interest rate i is found 
by the relation i=d/(1—d). 

Byerly used his series first to obtain a 
quadratic formula by which he found an 


approximate d, and then to set up an itera- f 
tive form for successively closer approxi- [ 


mations to d. His series for the price II is: 


in which }°C means the sum of all cash 
payments, both of face of bonds and of 
coupons; > Cn means the sum of the prod- 
ucts of each cash payment times the num- 
ber of periods to its due date; >). Cn(n—1) 
means the sum of the products of each C 
times its m times (n—1); etc. 

The query may be made: Why cannot 
the series be in terms of 7 instead of d, thus 
avoiding the necessity of converting one 
to the other? The answer is, there is such 
a series, and it is very like series (13): 


(13) 


3! 


* Byerly used the expression (iv) as a single quantity 
instead of d, but i7=4/(1-++2) is of course an identity. 
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Both series are converging alternating 
gries, which means that the error by 
stopping with any term is less than the 
first neglected term. However, series (13) 
generated by (1—d)*" converges a little 
more rapidly than its counterpart (14) 
generated by (1+7)-*, partly because d is 
always slightly smaller than 7, but mostly 
because the coefficients of the second and 
higher powers of d are smaller than those 
of i. In general, it appears desirable in 
any extended calculation to use series (13) 
in terms of d. 

By taking the first two terms of series 
(13), and solving for d, we have a very 
rough first approximation: 


The fact that if we base our rough formula 
on series (14) we get the same numerical 
result as an approximation to 7 must not 
cause us to reject (15) as worthless. It is 
only a stepping stone. 

If we retain the next term of the series, 
we have 


(15) 


If we utilize the principle of replacing a 
small unknown by its first approximation,‘ 
we obtain a formula sufficiently refined to 
give a really close approximation to d. 
At the same time we can relieve some of 
the cumbersome appearance of our for- 
mula by considering that }-C—II is simply 
the total interest on the series over its life, 
which can be denoted by the single symbol 
I; that is, I=>°C—II. Our improved 
formula now is: 


I 
>> Cn(n—1) I 
> Ca- Cn 


d 


(16) 
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Instead of finding d by (16) and 7 by 
the relation i=d/(1—d), we can set up a 
direct formula for i from equation (14), 

I 
Cn(n+1) I 
2 > Cn 
which is identical with the zi found by 
means of (16). 

Formulas (16) and (17) will produce 
d’s and i’s that are always less than the 
true rates, and that are very slightly closer 
than those found by Byerly’s quadratic 
formula. 

To try out formula (16), we consider 
a perfectly regular issue of $50,000 retired 
in 10 annual installments of $5,000, with 
semi-annual coupons at the rate of .015, 
price $52,291.5098 (to yield .0105, but 
we assume the yield unknown). Details 
of the three summations are: 


>> C=750+5,750+675+5,675 
+600+5,600+ --- 
+75+5,075 
Cn=(750X1)+(5,750X 2) 
+(675X3)+(5,675 X4) 
+--+ +(75X19) 
+ (5,075 X20) 
>. Cn(n—1) =(750X1X0)+(5,750X2X 1) 
+(675X3X2) 
+(5,675X4X3)+ 
+(75X19X 18) 
+(5,075X20X19). 
If the multiplication work involved in 
calculating the foregoing terms appears 
excessive, the labor may be shortened by 


means of a permanent table of the sums 
of the m-factors, including columns for 


> Sin and which mean 


4 This is the principle by which Newton’s correction 
formula was improved. See first paper; also Stelson, and 
references therein. 


i= 
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TABLE 1 
nm even nm even n(n 1) 1) n even n even 
0 0 0 0 0 0 0 0 
1 1 0 0 
2 3 2 3 | 2 2 2 2 
3 6 | 6 8 
4 10 6 13 12 20 14 2 
5 15 20 AG 
6 21 12 34 30 70 a4 +7] 
7 28 42 112 
8 36 20 70 56 168 100 200 
9 45 72 240 
10 55 30 125 90 330 190 590 
11 66 | 110 440 
12 78 42 203 132 572 322 1,162 
13 91 | 156 728 
14 105 56 308 182 910 504 2,072 
15 120 210 1,120 
16 | 136 72 444 | 240 1,360 744 3,432 
17 153 | 292 1,632 
18 171 90 615 306 1,938 1,050 5,370 
19 190 | 342 2,280 
20 210 | 110 | 825 | 380 2,660 1,430 8,030 
> n for m even is the sum of every other n, beginning with 0. 
> >on for even is the sum of every other }- (second column), beginning with 0. 
Similarly for n(n—1). 
the sum of the sums of the m’s, etc. A >> Cn=C, don 
portion of such a table, for serial bonds ate: oun 
with semi-annual coupons and annual = (5,000 X 110) + (75 X825) 


retirements, is shown in Table 1. To uti- 
lize this table, we separate the C’s repre- 
senting the amounts of the retirements 
from the C’s representing the coupon pay- 
ments on each retirement amount, calling 
them C, and C,., respectively. Thus, in 
our example, the C,’s are 5,000 each, and 
the C.’s are 75 (.015 on each 5,000 retire- 
ment), and since they are constant, they 
can be taken outside the summation signs, 
and the long series of calculations above 
is reduced to the following: 


= (5,000 X 10) +(75 X 110) 
= 58,250 


= 611,875 
Cn(n—1) =C,>-n(n—1) 


neven 


+C. >> >on(n—1) 


= (5,000 X 1,430) + (75 X8,030) 
= 7,752,250. 
Upon inserting these values in formula 
(16), we find d=.010,378,31, whence 
i= .010,487,1. 

If we had used formula (17), the only 
change would be the substitution of 
>-Cn(n+1) = (5,000X 1,650) +(75 X 9,680) 
= 8,976,000 in place of 7,752,250, and we 
would find i directly to be the same 
.010,487,1. 
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As another example, we may use 
Byerly’s second serial issue, for $53,000, 
with annual retirements as follows: first 
one at $4,000, next five at $5,000, and last 
four at $6,000; semi-annual coupons of 
01; price $55,305.50. Besides the change 
in level of retirements, there was also an 
irregularity in the first coupons: instead 
of paying $530 at the end of the first six 
months, $1,060 was paid at the end of the 
first year (along with the first retirement 
of $4,000). 

We now have three groups to evaluate: 
a retirement of $4,000 (2 periods), retire- 
ments of $5,000 (4 to 12 periods), and of 
$6,000 (14 to 20 periods). The appropriate 
yn’s from the table are 2, 40, and 68; 
the 2 being in the third column opposite 
n=2, 40 being the difference between 2 
and 42 (opposite m= 12), and 68 being the 
difference between 42 and 110 (opposite 
n=20). The >> >>n’s, etc., are taken out 
in the same way. Then we have the coupon 
irregularity to take into account. This 
adjustment consists merely in multiplying 
the deferred initial coupons by the differ- 
ence between 1 and 2 from the » column, 
and between 0 and 2 from the n(n—1) 
column. The terms for our formula (16), 
then, are: 


> C=53,000+ (40 x2) + (50X40) 
+ (60 68) = 59,160 
>; Cn=(4,000X2)+(5,000X 40) 
+ (6,000 X68) + (403) 
+ (50 200) + (60622) 
+530 = 663,970 
Cn(n—1) = (4,000 2) -+(5,000 320) 
+ (6,000 X 1,108) + (40 2) 
+ (50 1,160) + (60 X 6,868) 
+ (530X2) = 8,727,220 


and we find d=.006,035,50, whence 
t= ,006,072,1, compared with .006,080,7 
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found by Byerly’s quadratic formula, and 
a true rate of .006,074,96. 

It is of course apparent that every de- 
parture from regularity in a serial bond 
issue adds to the labor of computing the 
sums, the maximum being a separate 
multiplication of each payment times its 
n or n(m—1), in a case in which no two 
retirement amounts were the same. For 
issues with retirements every period, the 
columns showing and >-n(n—1) for 
every period instead of even periods would 
be used, and columns of >> ><, etc., for 
every period should be built up. 

With an approximation formula capable 
of producing the yield to a unit of the 
fifth decimal on a 10-year regular issue, 
semi-annual yield .0105, and to three 
units of the sixth place on a not-too- 
irregular 10-year issue, semi-annual yield 
.006, we now consider ways of getting 
“pin-point” accuracy. 


I. NEWTON’S FORMULA WITH SERIES (13) 


In my first paper I discussed the appli- 
cability of what I termed F-functions in 
place of f(z), f’(i), and f’’(i), which latter 
were developed from the usual bond for- 
mula after it had been multiplied by i. 
If we set 

= P—v*—¢ —— 

which is the bond function in its original 
form, that is, not multiplied by 7, then 
F(i), F’(i), and F’’(i) are defined as, 
respectively, ip(i), ip’ (i), and ip’’(z). That 
is, we multiply by 7 after we have set up 
the function and its derivatives, instead 
of before. The reason for using $(7) rather 
than f(z) is that for the lower yield bonds 
up to at least 30 or 40 periods, the graph 
of $(i) is less curved than the graph of 
f(i), and the less the curvature of the func- 
tion, the less the error by using Newton’s 
correction formula. The reason for multi- 
plying $(z) and its derivatives by 7 is 
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that the computation of the correction is 
made easier thereby. 

Since 30 or 40 periods (15 or 20 years) 
will cover the span of a great majority of 
serial issues, it seems desirable to start 
with the power series (13), which has not 
been multiplied by d, and which is there- 
fore at the stage which we shall call ¢(d). 
We set up ¢(d) and its first two derivatives, 
and then multiply all by d, producing the 
following set of F-functions for use in 
Newton’s formula: 


=a| Cn+ @ 


F'(d) = —d >> Cn+2d? 
Lech 
d 2! 


Here, for brevity, I have used as a fac- 
torial notation []*=n(n— 1), [n]*=n(n—1) 
(n—2), etc. 

Considering the general complexity of 
serial bonds, this set of F-functions appears 
not too difficult in application. There is, 
however, one fundamental (but reducible) 
weakness in finding the rate by use of a 
power series, and that is the error com- 
mitted by stopping with any given term.5 

Now the first approximation by formula 
(16) should be accurate to four places at 
least, and by the rule of thumb of doubling 
the correct places with Newton’s formula, 
we should expect to have eight correct 
places after one application, if we were 

5 This error, of course, is in addition to the inherent 
error in Newton’s method. 

Incidentally, as to the error in Newton’s formula, in 
my first paper I referred to Todhunter’s development of 
this error. I have since found in Scarborough’s Numeri- 
cal Mathematical Analysis (1930), p. 182, a demonstra- 
tion both simpler and more rigorous, which shows that 
the inherent error after computing say /; is never 
greater than /2f'(a,), where is the maximum 
value of the second derivative in the neighborhood of 
@;, the approximation to the root with which 4; was 
found. In other words, Scarbo h shows that the 


limit of the error is no more than the limit deduced 
by Todhunter. 
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working with the true function. If, however, 
we are using a truncated series, we ar 
really working with a polynomial whic 
is only an approximation to the function, 
larger than the function if we stop witha 
positive term, and less if we stop witha 
negative term, and by applying Newton’; 
correction formula, the best we can achieye 
is the true value of the root of the approx- 
mating polynomial. Therefore we cannot 
attain 7- or 8-place accuracy for the yield 
rate unless we use enough terms of our 
3 4 
3! 4! 
4 
3! ses 4! 


(19) 


series so that if the true rate were inserted, 
the function would have as high a degree 
of accuracy. 

As stated above, d is used instead of i 
because the series in d converges a little 


more rapidly. For economy of effort in | 


calculating the summations for F(d), we 
should construct a permanent table simi- 
lar to that of which I show a fragment in 
Table 1, which covers only enough to be 
usable with formula (16). The table should 
be carried at least through and 
> >-I[n]5, and preferably through the 
next higher factorial.® 

A minor problem in using this series 
is the managing of the large numbers that 


® A very easy way to construct a table of this kind is 
by addition. We need compute only sufficient terms of 
each factorial so that upon differencing we come to# 
constant difference. Then adding machine tapes are run, 
building up from the constant difference. For example, 
if the fourth difference is a constant 24 (as it is for {}"), 
we start with the initial third difference, and feed 2 
into the machine repeatedly, striking a sub-total after 
each addition of 24. The sub-totals are the third differ- 
ences. These are then added to the initial second differ- 
ence, with a sub-total as each amount is added in. These 
sub-totals are the second differences; and so on twice 
more, when the sub-totals are the values of [m]*. One 
more tape yields sub-totals which are )_ [»]*. 
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tum up. Thus where the amount of the 
retirement is 5,000, the coupons 75, and 
n=20, >,C[n]$ is 19,838,214,000. One way 
of handling t’1is number is to write it 
1,983,821,4 In Byerly’s iterative 
formula, he kept the size down by dividing 


each term by 
Asan example, we take the regular issue 


used above, for which we found a trial 
d,=.010,378,313,3. The computation of 
the coefficients of the first and second 
powers of d, has already been shown. 
Additional summations are: 


>, C[n]* = (5,000 X 19,800) + (75 X 88,902) 
= 1.056,676,5 10* 
C[n]*= (5,000 X 276,408) 
+(75X 1,033,560) 
= 1.459,557 X 10° 
¥ C[n]*= (5,000 X 3,785,760) 
+(75X 12,125,520) 
= 1.983,821,4 10", 
The computations for the correction 
formula are as follows: 


Power of d; 


No. Value Coefficients 


58,250 —52,291.5098 


If we stop with the fourth-power (posi- 
tive) term, we have an i which is too large, 
and which has one less place correct: 
i2= 010,500,036. Since it is already too 
large, use of the improved formula would 
be no help, because it would make 7 even 
larger. 

We now try the correction method on 
Byerly’s problem, details of which were 
also set out above. Having found a trial 
d; of .006,035,5, we show a brief summary 
of the computations of F(d,) and F’(d;), 
stopping with the fourth-power term: 


F(d;) F’(d,) 
3,854.5 


—4,007.390,935 1= —4,007.390,935 
158.954,356 X2= 317.908,712 


— 4,453,618X3=—  13.360,854 
094,048 X4= 376,192 
1.703,851 — 3,702.466,885 
.010,283,59 
F(d1) 


= 5,958.490,200 


1 1.037,831,3310-? 6.118,75 X10°+ 1=—6,350.230,450X 1= —6,350.230,450 
2 1.077,093,87 X7.752,25 X10®°+ 2= 417.495,048 X2= 834,990,096 
1.117,841,7610-* K1.056,676,5X10°' + 6=— 19.686,619X3=—  59.059,857 
4 1.160,131,1210-* X1.459,557,010® + 24= 705,532 X4= 2.822,128 
5 1.204,020,3 1.983,821,4 X 10" + 120= — 019,905 X5= — 099,525 

6.753,806 — 5,571.577,608 


di(=.010,378,313,3)=+ .070,093,115 


and we find —F(d,)/F’(d,) = +.000,- 
012,580,5, whence d:=.010,390,893,8, and 
i:=.010,499,998,2. It is seen to be un- 
necessary to try to make use of the im- 
proved correction formula. 


whence 4,=-+.000,002,777,5, d.=.006,- 
038,277,5, and i2=.006,074,959,7. Here, 
with a low yield, we have 8-place accuracy 
stopping with the fourth-power term 
(which is positive, and i; is therefore too 
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large). If we compute the next term in 
F(d,), we find it to be —.001,555. The 
resulting new values of F(d:) and F’(d,) 
are .010,274,207 and —3,702.474,660, and 
the value of i, becomes .006,074,957,2, 
with only the last digit doubtful. 

If we compare the work above with the 
iterative method, we see that both pro- 
cedures’ require essentially the same 
computations which above give the terms 
of F(d;). In the iterative method it is then 
necessary to take the new value of d which 
is found by the first step, prepare a new 
table of powers, multiply each power by 
its coefficient, and find another value of 
d, and repeat the process yet again. By 
Newton’s correction method, it is sufficient 
to multiply each term of the first calcula- 
tion by a simple multiplier, and we are 
ready to find a result equal to the iterative 
result. 

We have seen that for a yield of .0105 
per period, we required the fifth-power 
term. For a yield of .015 per period, we 
can get by with the same number of terms, 
if we use the improved Newton with F’’(d), 
which will bring a correct yield rate within 
about a half-unit of the eighth place. 


II. NEWTON’S FORMULA WITH THE 
SERIAL BOND FUNCTION 


The setting up of f(z) and its first two 
derivatives, from a serial bond formula 
analogous to the single bond formula, 
may seem formidable to contemplate. 
However, let us consider the problem of 
bond valuation in the light of the state- 
ment that the price of bonds having one 
or many maturities is: 

2 The present 
Price= [wort of 
bonds 
Coupon rate kK: count on | 


- discount on 
Yield rate the bonds 


~ 1? Tt may be noted that in Uspensky’s Theory of Equa- 
tions (1948) he regards Newton’s method as a particular 
form of the iterative method. 
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This statement,’ which I believe has 
Makeham’s name attached to it, is of 
course nothing more than a generalization 
from the single bond formula 


P=y"+— (1—0"). 
i 


However, if it is applied to a serial issue, 
we can write: 


(24) 


in which C, is the face amount of each of 
the several retirements, and >>C,v" means 
the sum of the products of each bond 
retirement multiplied by v* for its num- 
ber of periods. T is the total face amount 
of the bonds. 


The f-functions for a serial issue are: 
=i(II—II,) (22) 
f"@=2>5 Cn 
+(c—i) >> 


In equation (22), II, is the price of the issue 
at the trial rate; it may be found by addi- 


(24) 


8 T know of no more lucid and rational explanation 
of this statement than that by Arthur S. Little in 
“Brothers All,” Journal of Accountancy, Vol. 21 (1916), 
p. 344. Speaking of a $200,000 issue of 6 per cent serial 
bonds, he says: “Excluding entirely the subject of 
coupons—if an investor proposed to buy these $200,000 
bonds maturing at six months intervals on 0 per cent 
basis, he would have paid $200,000. But he wishes to 
realize 2 per cent on his money; therefore he proposes 
to pay the present worth of the twenty instalments of 
bonds, which is ascertained to be $180,455.53, and we 
know that if he pays that price he will net exactly 2 per 
cent on what he has invested. 

“But if the maker of the bonds should now modify 
them to the extent of putting the correct amount of 
coupons thereon, at 2 per cent, it would instantly hoist 
the present worth of the issue to a punctual interest 
basis, or what is vulgarly termed ‘par,’ or $200,000; 
hence the present worth of the coupons, at 2 per cent, 
is $19,544.47, 

“But the bonds really carry coupons at 6 per cent; 
hence the present worth of such coupons is .06/.02 
$19,544.47.” 
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tion of single bond values at the trial rate 
from a bond table, or by computation if 
no bond table is available. 

We will now find the accurate yield 
rate again for the $50,000 regular issue 
which I have used above. We have found 
the first approximation to the rate to be 
i=.010487 by formulas (16) or (17). By 
the nearest-eighth rule (see first paper), 
we use .01 as the trial rate in the correc- 
tion formula, and we suppose a bond table 
to be available. 
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proved Newton’s correction formula (2), 


we find h,;=+.000,499,999; 
= 010,499,999. 

As in finding the first approximate rate 
by formula (16), the regularity of the issue 
allows us to take the retirement amount C, 
outside the summation sign, since it is a 
constant $5,000. 

In the computations of the f-functions, 
I have shown the possibilities of a listing 
multiplying-adding machine, in Table 2. 
Even without the multiplying feature, the 


and 


flix) =| +1 =  52,291.5098 
—II, (tape total © in Table 2) =— 52,555.2824 
— 263.7726 
Xi1(=.01) =— 2.637726 
=| +01 =  52,291.5098 
— >> C,v" (tape total @)=— 44,889.4352 
—(c—i) >> (tape total@)=—  2,371.5528 
5,030.5218 
fin) =| (tape total@)= 948,621.124 
+(c—i) >> Cn(n+1)o"*® (tape total®)=  34,652.679 


We took for granted above in applying 
the correction formula to the power series, 
that we should use F-functions instead of 
f-functions. Let us make the curvature 
test and see: f’(t:)/f’’(i:) =5/983=.005; 
i:=.01. Since the ratio of the first to the 
second derivative is less than 7, F-functions 
are appropriate (see first paper). 


F(ix) =f(4:) =— 2.637726 

F'(i:) = f’(i:) = +5, 294. 2944 
QF" (i 

F’'(i:) =f!" (is) — _ 15, 585.077 


1 


Upon inserting these values in the im- 


983,273.803 


same positive record of the work can be 
had by use of the repeat key. Of course, 
the resulting tape is much longer. 

We now take up the other example, 
for which we have found an approximate 
rate of .0060721, and again we have to 
consider the effect of the irregularity in 
the initial coupons, this time on our f-func- 
tions. The bond formula assumes $530 
paid in 6 months, when actually it is de- 
ferred one period. Let the delayed coupon 
payment be g. Then the adjustment to 
II, is —g(v—v*). The change in f(i) is 
+ig(v—v*). Taking derivatives and simpli- 
fying, we have as the added term in f’(t), 
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TABLE 2 


appro 
comp! 
summ 
findin 


be fo 


the 


Il, (¢=.015; i=.01) 


> C0" (i= .01) 


00 #00 00 HON 
XR 00 00 00 00 


Ho 
DMANMNOMAN 
HMON OD 


44,88943520* @ 


(i= .01) 


® 


5 2,5 * 


(i= .01) 


bonds 
count 


c/i, 0 
the v: 


HOM HNOAM 


A DA DA COO MNO MO CO 

& 

= 

rin + N ~*~ o 

* * 
AN NO 
aH NO NO 

AN OM HH 

An 
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RIN 
—_ 
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948621124* 


® 


34,652.67875 * 


+2g(: 
— —— — In 

P work. 
| | 

1051105648 * 8.97788704 * 

5,000 5 105110565 5,000 5 897788704 

lar. 7 
— 530 
9 «S) 
gi(o—v’ 
hand m 
than t 
identiti 
to=1— 
is not ( 
as this 
5,000 pound i 
10 T) 
pound | 
c—i= .005 Co.), w 
(which 
8ths ur 

1,386.107146 * 

5,000 5 1,38610715 
5° * 
c—t=.005 5 6,930,535.75 
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+2¢(v?—v*) ; and in f’’(i), +2g(30*— 

In the correction formula, in order to 
use tabular v’s, we set 1;=.00625.)° We 
work without a bond table. 

Again the pattern used in finding the 
approximate rate by formula (16) must 
be followed for the correction formula 
computations: we must break up each 
summation into three parts. Thus, in 
finding II, by computation, we have for 


4,000(v?), 
5,000(v*+- v®+- v8+ 


the total being the present worth of the 
bonds, $49,328.6222. The compound dis- 
count, $3,671.3778, is then multiplied by 
c/i, or .01/.00625, giving $5,874.2045 as 
the value of the coupons—if all were regu- 
lar. The adjustment for odd coupons is 
—530(v—v?), or —3.2715. The sum of 


§ “Simplifying” is a relative word. In the identities 
gi(v—v*) = and 2g(v*—v*) =2giv®, I regard the left- 
hand members as simpler from a computer’s standpoint 
than the right-hand members. The proof of these 
identities involves the identity io=7/(1+i)=1—»; if 
io=1—v, then and iv’ (Note that iv* 
is not (iv)*.) Even such slight mathematica] diversions 
as this help keep sharp the wits of the student of com- 
pound interest! 

10 The rate of § per cent is shown in Financial Com- 
pound Interest and Annuity Tables (Financial Publishing 
Co.), which includes 16ths up to 1? per cent per period 
(which means 34 per cent nominal annual yield) and 
8ths up to 34 per cent per period. 
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these three amounts, $55,199.5552, is Ty, 
and (II—II,) = —105.9448. 
For >>C,nv"*1, the three parts are 


4,000(20*), 
5,000(405+ 10v!!-+ 12048), 
6,000(140'>+ 1809+ 200%) ; 


and for 


4,000(2 X 3vt), 

+10X 1102412130"), 
6,000(14X 16 170" 

+18 X 19v?°+ 20% 210%). 


The terms within the brackets of each 
group may be accumulated on an adding 
machine tape, multiplied by the retirement 
amount, and the three sub-totals added; 
and this last total multiplied by (c—2) or 
2, as appropriate, just as in the tapes 
illustrated. The corresponding tape totals 
will be: (3), —2,099.5717; (4), +1,119,- 
779.091; (5), +31,841.674. Of course, we 
must not forget the coupon adjustment 
term: in f’(i:) it is +6.5023, and in 
+1,020.985. 

In practice, as hinted above, it is un- 
necessary to compute the curvature test 
every time; here we take for granted that 
the F-functions are appropriate. The cor- 
rection /2, using F-functions, will be found 
to be — .000,175,044, and 7;= .006,074,956, 
with only the last figure doubtful. 


VARIATIONS IN 


Lewis A. 


pages of Mr. FitzGerald’s article in 

the AccouNTING REviEw for Janu- 
ary, 1953, on accounting for variations in 
gross profit may be boiled down to this: 


Te: MATTER appearing in the thirteen 


Amount of gross profit due 
to variation in 


Quantity (number of units sold)... 


Q+¢q/S s 
QOtg/e C ) 
q Q 
The meaning of these symbols may be illus- 
trated by the example in the article: 


1950 1949 Increase 
eee (S) $193,200 (s) $140,000 $53,200 
Cost of sales. (C) 139,062 (c) 98,000 41,062 
Gross profit.. (P) $ 54,138 (p) $ 42,000 $12,138 
Quantity.... (Q) 8,994 (q) 7,495 1,499 


The symbols for the later year are 
capital letters; those for the previous year 
(the base or reference year) are lower case 
letters. In Mr. FitzGerald’s example the 
volume for the later year was estimated to 
be 20% greater than for the previous year 
and the quantities therefore could be 
taken as 1.0 and 1.2. However, in many 
instances the exact number of units sold 
in each year is known and in order to 
present a more typical example quantities 
have been assumed that are in the ratio 
1.0 to 1.2. 

The items needed for the computations 
in this example are the following: 


Q-¢ 


GROSS PROFITS 


CARMAN 


Usually it is necessary to carry out the 
computation of these quotients to even 
more decimal places than above in order 
that the aggregate of the computed 
amounts may exactly equal the increase in 
gross profit. The plus and minus signs 
should be carefully observed. 
The computations are simply made: 
+749.5X+11.623082=+ 8,711.50 


+8,244.5X+ 2.801868=-+23, 100.00 
+8,244.5X — 2.386258= —19, 673.50 


The results may be summarized thus: 


Increase due to increase in quantity 


Increase due to variations in unit rates: 
Increase in unit es 
$23, 100.00 
Less increase in unit costs 19,673.50 3,426.50 
Increase in gross profit................ 


$12, 138.00 


It should be understood that both the 
formulas given above and Mr. Fitz- 
Gerald’s corresponding processes are based 
on arbitrary assumptions employed to 
obtain fairly plausible results for practical 
purposes. They are mathematically inde- 
fensible. Mr. FitzGerald says: “It is obvi- 
ous, therefore, that this...is due as 
much to Am as it is to Ap. Consequently, 
it may be concluded that . . . one-half... 
may be attributed to Am and one-half to 
Ap.” This is no more true than it is to say 
that the area of a 9X 12 rug is attributable 
one-half to its length and one-half to its 
width. The assertion could not even be 
made of a square rug. Two elements or 
two dimensions are necessary for the 
existance of a product or an area yet the 


+8,244.5 

S 91.480987 218.679119 S_ 2.801868 
Q qg Q @ 

215.461641 =13.075383 £_ 386258 
Q gq q Q 

P P 

6.019346 ? 5.603736 <4? 4.:11.623082 
Q Q 
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elements themselves cannot be separately 
evaluated in terms of their product. 

Let us say that we have the product of 
two quantities a and b, or ab. These 
quantities are increased, respectively, by 
increments x and y. The difference between 
the old and new products is as shown 
below: 


New (a+2) (b+) =ab+bx+ay+xy 
Old =ab 


Increase = 


The increase, then, comprises three 
terms, namely, 

1. A portion attributable solely to a 

variation in one quantity. 

2. A portion attributable solely to a 

variation in the other quantity. 

3. A portion attributable to the fact 

that both quantities varied together. 
These three terms are very clearly shown 
in Figure 1. 

Any attempt to eliminate the third or 
zy term must be purely arbitrary. How- 
ever, this term is usually (but not always) 
a relatively minor one in examples of this 
nature, and it does not matter very much 
if it is arbitrarily disposed of in the inter- 
ests of simplicity. The formulas given 
above and Mr. FitzGerald’s processes 
divide it in half, thus: 


xy xy 
Increase = (a+). 
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The result is shown graphically in Fig- 
ure 2. The objection to this particular bit of 
mathematical strong-arming is perhaps 
more theoretical than real. However, the 
larger the increases are in relation to the 
base figures, the nearer the division ap- 
proaches a 50-50 split. This is indicated in 
Figure 3. Such a division, of course, is 
meaningless for analytical purposes. 

In the example given herewith the in- 
creases in sales, costs, and profits are di- 
vided as follows: 


Altiributable to variations in 


Increase Quantity Price Both 


Sales:....... $53,200 $28,000 $21,000 $4,200 
Cost of sales. 41,062 19,600 17,885 3,577 


$12,138 $8,400 $3,115 $ 623 
(bx) (ey) (xy) 


Gross profit. . 


Mr. FitzGerald arbitrarily divides each 
xy term equally between the other two 
terms. He obtains the following result 
and uses the amounts indicated by aster- 
isks: 


Assigned to 
variations in 
Increase Quantity Price 
a $53,200.00 $30,100.00 $23,100.00* 
Cost of sales 41,062.00 21,388.50 19,673.50* 


Gross profit. $12,138.00 $ 8,711.50* $ 3,426.50 
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Three independent allocations of the xy 
terms cannot be made if the S—C=P re- 
lationship is to be preserved unless the 
same ratio is employed in each instance. 
As no one ratio applies logically to all 
three, the 50-50 split is at least a simple 
compromise. 

The bx and ay terms are proportionate 
to the percentile increases of quantities 
and prices. For example, quantities in- 
creased 20% in the example used and it 
will be noted that the bx terms are all 20% 
of the 1949 figures. It might be thought 
that the bx and ay terms could be used as 
bases for allocating the xy terms. 

If a proportionate allocation of the xy 
terms is to be attempted it would seem 
best to base it on the sales and cost of 
sales figures and to obtain the gross profit 
figures by simple subtraction (for as 
stated above, three independent alloca- 
tions cannot be made in different ratios). 
The sales and cost of sales data are inde- 
pendently obtained, whereas the gross 
profit amounts are not, but are derived 
or dependent amounts. The allocations are 
shown at the bottom of this page. 

The summary, with the gross profit 
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figures obtained by subtraction, is then: 


Assigned to 
variations in 
Increase Quantity Price 
$53,200.00 $30,400.00 $22,800. 
Cost of sales. 41,062.00 21,470.33 19,591.67 
Gross profit.. $12,138.00 $ 8,929.67 $ 3,208.33 


The result may be presented thus: 


Increase due to increase in quantity 


Increase due to variations in unit rates: 
Increase in unit sales 
$22,800.00 
Less increase in unit costs 19,591.67 3, 208.33 
Increase in gross profit................ $12, 138.00 


If arbitrary allocations of the xy terms 
are to be made for the sake of simplicity, 
this method appears to be more logical 
than any other, for it corresponds more 
closely to the percentile variations in sales 
and costs than does the 50-50 method. 

These computations can, of course, be 
formulated just as are those given above 
for the 50-50 method. But the formulas 
are very clumsy as they provide for 
variable allocations instead of the fixed 
50% split of the xy term. Consequently, 
the simplest way to make the computa- 
tions is by the procedures outlined above. 


Increase Quantity Price Both 
$41,062.00 $19,600.00 $17,885.00 $ 3,577.00 
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ANALYSIS VERSUS INTERPRETATION 
OF COST 


MICHAEL ALBERY 
Associate Professor, Boston College 


in the proper usage of the figures 

produced. In order to make use of 
figures, the meaning behind them must be 
brought to light by analysis and interpre- 
tation. It is the aim of this paper to discuss 
some fundamentals of analysis and inter- 
pretation, and to indicate some of the 
steps involved. 

The words analysis and interpretation 
are so often used and abused that some 
semantics seems advisable. The word 
“analysis” when used in chemistry means 
“the separation of compound substances 
into their constituents.” To analyze then, 
means “mentally to separate the parts of 
a whole so as to reveal their relation to it 
and to ole another.’ (Webster) The 
Greek root of the word analysis conveys 
the meaning of unloosing, resolving. 

The etymology of the word “interpre- 
tation” is to be sought in Latin. We took 
over the word probably from the French, 
where “interpréter’”’ means “to translate 
from one language into another.” The 
translations in which we are interested at 
present are not those from one language 
into another, but from one form of presen- 
tation (figures, statements, reports) into 
an easily comprehensible verbal form, 
spoken or written. 

When “analysis and interpretation’’ is 
spoken in one breath, the impression is 
conveyed that they are synonymous. No 
effort is made in most books on finance or 
cost to define them or to distinguish be- 
tween them with any sharp demarcation. 
Some authors consider definitions as 
“usually a hopelessly abstract and thank- 
less task.” If you browse throught text- 
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books on finance, you will find that defi- 
nitions are for the most part by-passed. 
And one well-known hand-book! merely 
defines “Cost analysis for managerial 
control purposes” as, “the comparison of 
actual with anticipated or predetermined 
costs, to determine what variations have 
occurred, their extent and causes.” This 
handbook comes closer to a definition 
when it mentions further that “another 
type of analysis consists of breaking up 
accounts and figures into their component 
elements.” 

Breaking up of accounts or figures has 
to take place since the flow of figures can- 
not always be set in advance so that they 
come “out of the mill” as ready-made 
analyses, usable for all purposes. For exam- 
ple, in Federal, State or local tax returns, 
figures have to be arranged so that the 
information required by the authorities 
becomes available exactly in the shape and 
sequence the authorities want. When the 
analyst files reports with the renegotiation 
board, the figures have to be set exactly in 
accord with the requirement of that au- 
thority. These figures are seldom readily 
available as they are wanted: frequently 
they must be sought out. The same situa- 
tion occurs in connection with analytical 
computations resulting from cost prob- 
lems. 

When the fact-finding function is com- 
pleted and the facts are before you in the 
desired shape and form, then a new mental 
process must be initiated. The significance 
(i.e., the meaning and relationship) of 
these facts has to be brought to light; in 
brief, they have to be interpreted. 


1 Cost Accountants’ Handbook. 
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OPINIONS OR JUDGEMENTS 

Analytical work in cost and finance 
takes principally the shape of working 
papers. The working papers may integrate 
perfectly with the books and records of an 
enterprise and may be impeccable master- 
pieces. All the ingenuity and care put 
into preparing them may, however, be to 
no avail. These working papers will re- 
main quiet cemeteries of figures,—neat 
rows of symbols unless they be put to 
proper use. They remain lifeless until 
their expressive significance is brought to 
light. Awakening inert symbols, animating 
lifeless figures so that they become living 
beacons pointing vividly to intelligent de- 
cisions—this is interpretation! 

If figures could be analyzed so that 
favorable or unfavorable trends could be 
visualized at a glance, interpretation 
would not be necessary. Whatever is plain 
and unequivocal does not have to be sub- 
jected to interpretation. 

In the legal field interpretation is practi- 
cally a separate branch of the law. It has 
its origin in the limitations of human per- 
ception and abilities, and in the imperfec- 
tion of our language or of any language. 
The object of interpretation in legal mat- 
ters is to discover the intention of the law- 
makers with regard to a statute or the 
intent of parties to a given transaction. In 
other words, the object of legal interpreta- 
tion is to determine the actual meaning of 
a given law, in spirit and intent. 

Interpretation in finance and cost, how- 
ever, may mean the determination of the 
meaning of verbal statements, in addition 
to the meaning of figures. 

Is interpretation a function which can be 
methodized, or is it purely a creative ac- 
tivity? The mental efforts related to the 
interpretative task are partly creative 
efforts. Their creativeness, their originality 
pertains to that part of the effort which 
directs the searcher towards the core of the 
problem, which points the quickest way to 
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reach solutions or to search for further 
facts on which solutions can be based. 

Creativeness should not lead to spon- 
taneous conviction or intuitivism. Crea- 
ativeness should be based on facts or 
should lead to the gathering of other perii- 
nent facts. On the other hand, spontane- 
ous conviction may lead to judgements 
irrespective of the facts. Convictions can 
be based on impressions, prejudices, whims 
superficially observed facts. Hence analysts 
should be on guard against their own 
tenuous convictions or intuitions and 
similarly flimsy convictions of those who 
try to influence them. 

While true conviction is a state of mind 
which excludes misjudgement, opinion is 
a state of mind in which the mind decides, 
but at the same time remains insecure, 
subject to the fear that an error ora 
misjudgement is possible. Hence inter- 
pretation should lead to a true judgement, 
not merely to an opinion. It should be 
based on a clear picture of the actual situ- 
ation arrived at by logical analysis. 

Errors in judgement are, however, liable 
to occur, especially when “judgement is 
arrived at without sufficient objective evi- 
dence of reality,’* or, in other words, 
without sufficient analysis. Errors fre- 
quently are a consequence of the influence 
of the will on the intellect. The factors 
which may move the will on the wrong 
path are imperfection of organs, prejudices, 
idea fixations, partisanship, obsessions, 
and other emotionally based impulses. In 
short, the desired good, the ‘‘desideratum” 
or final object of the will should never 
interfere with the function of the reasoning 
or judging faculty. 


SCOPE OF THE FIELD 


The broadest approach to analytical 
and interpretative work would consist first 


2 See Bittle, Reality and Mind, Bruce Co., p. 30%, 
cf. also Rev. Dolan, S.J., Advanced Psychology, Edward 
Bros., p. 40. 
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of all of an over-all study of the system in 
use. Confronting a new situation, dealing 
with the cost figures of a company whose 
set-up is unfamiliar to him, the analyst 
would, as his first objective, check the 
adequacy of the system. 

When the analyst is reasonably con- 
vinced that the cost system is adequate, 
his attention then may be devoted to the 
study of the profitability of the various 
fields of production and within those fields, 
the profitability of any particular product. 
Courageous interpretative suggestions, re- 
garding the abandonment of some lines or 
products, may result. 

When some of the products are made for 
assembly, the analyst may try to ascertain 
whether those products could be pur- 
chased outside cheaper than they can be 
made with own facilities. 

When a company operates several 
plants, the analyst may perform a useful 
job by ascertaining in which plants definite 
products can be manufactured at lowest 
cost, which products should be produced 
in better geographical proximity to their 
market. 

The fan of possibilities may be deployed 
to the fullest extent and cover the whole 
broad field of manufacturing and distribu- 
tion. 


Routine and Special Analysis 


Approaching the topics of analysis from 
a practical point of view, we have to dis- 
tinguish general or routine analytical work 
from work for specific purposes. 

Under routine analysis we would include 
information supplied to management at 
regular intervals in the shape and form 
wanted, so that management may be con- 
stantly informed about important phases 
of operations. The amount of routine 
analytical work may be quite extensive in 
some enterprises, and on a rather small 
scale in others. Management attitude, 
conditions specific to an industry, financial 


427 


set-up of a given company, are some of the 
factors influencing the extent of routine 
analytical jobs. 

The word “routine,” however, should 
not imply that the tasks to be performed 
are always of a simple and purely clerical 
type or that once the patterns are set up, 
the information flows steadily and auto- 
matically into the desired moulds. When 
discussing routine analysis we have in 
mind repetitive reports, expected at regu- 
lar intervals or at given dates. Ingenuity 
and alertness may frequently be needed 
when making repetitive reports. The dy- 
namics of our economy require from the 
analyst constant vigilance. He must be 
alert to situations which might make his 
reports obsolete or meaningless. He must 
also be on the look-out for new occurrences 
and situations which require special atten- 
tion. 

The analysis of special situations em- 
braces a wide range of possibilities. From 
the estimate of probable cost of production 
in a non-existing plant, planned on a new 
site, to the cost of liquidation of an old 
plant, we may touch upon the chords of an 
entire key-board of probabilities. Every 
particular case may require some specific 
research, some peculiar approach. Gener- 
ally, however, it may be said that the men- 
tal process connected with any analytical 
cost work follows approximately the same 
pattern. If it does not follow a definite 
pattern, considerable energy must be lost 
in dispersed efforts. 


STEPS IN ANALYSIS 


What are the mental “therbligs’” fol- 
lowed in our process of thinking when 
approaching a cost analysis problem? 

1. The aims and problems have to be 
clear and precise. It is astonishing how 
often you come in contact with men con- 
cerned with analytical work who do not 
have a precise goal in front of them. If 
several problems are set forth, it is desir- 
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able to separate them. Each one of them 
may require a different approach. 

2. When the problem has been precisely 
ascertained, the facts needed to arrive at 
the core of the problem should be outlined. 

3. The sources for these facts have to be 
determined, checked, and if several sources 
are available to arrive at the same infor- 
mation, some cross-checking is recom- 
mended. 

4. Working papers should be set up to 
gather the facts as they can be drawn 
from the sources. 

5. Facts should be recorded. 

6. The interrelationship between the 
various cost elements should be visualized 
and adequately presented. 

Finally, the trends and interrelation- 
ships should be appraised as regards peri- 
odic and quantitative fluctuations, stand- 
ards or norms, estimates or any other 
special means which circumstances may 
dictate—in other words, they should be 
interpreted. 

Each one of the above mentioned steps 
may have a series of ramifications, but 
from an overall point of view we think 
that the main steps are indicated. 


A Specific Case 


A specific situation may require a special 
approach. It might be appropriate to give 
an example of a specific situation and the 
way the analytical work was actually out- 
lined. 

In the case under discussion, the actual 
cost of material used for a small electric 
device appeared to be extremely low. It 
amounted to about twenty dollars, while 
the estimate, made by competent esti- 
mators, showed a probable cost of eighty 
dollars per item. Some definite mistake 
must have taken place along the reporting 
and recording line. It might have been 
purposeful misrepresentation of facts, by 
requisitioning material for one job and 
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using it for another. It might also have 
been a clerical mistake, the posting of 
charges to a job order or an account 
which has been mispelled or misprinted: 
one single figure misplaced in a complex 
nomenclature or symbol index system, 
containing department number, kind of 
work to be performed, manufacturing job 
order number, etc., may cause a wrong 
charge, and this wrong charge, made in 
good faith, may perpetuate itself until the 
job is terminated. 

In this particular case specific steps had 
to be outlined to gather the facts from all 
available sources. The following instruc- 
tions were given to a junipr analyst: 

1. Check all forms used to ascertain 
misspelling or transpositions of figures. 

2. Examine the job (work unit) on the 
floor and ascertain that you have the whole 
job (and not a part of it) in front of you. 

3. Ask several men connected with the 
job for a quick appraisal of the value of 
material needed to complete the job. 

4. Get the bill of material from Produc- 
tion Control and compare the bill of ma- 
terial with the components of the job. 

5. Get an estimate of the materials 
needed to make the job from the Methods 
Department. 

6. Find out from Procurement the total 
amount of material purchased especially 
for the job and the amount requisitioned 
from stores. 

7. Find out whether a portion of this 
material has been unused, kept on floor or 
returned to the stock room. 

8. Find out whether the portion of 
material unused has been credited to the 
job and charged to stores, or to another 
job. 

9. Find out where the unused material is, 
make a quick inventory yourself and get 
the inventory priced. 

10. Report exact location of material 
left, and whether and how it has been dis- 
posed of. 
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11. Find out the amount of material 
scrapped. 

12. Suggest changes in procedure to 
avoid similar misinformation in future. 

An experienced analyst may have fol- 
lowed all the above steps without detailed 
directions. Even if he were a veteran in 
this field, he should not resent the direc- 
tives given in a similar instruction; they 
reflect a clear aim and a straight line of 
thought and may serve a useful purpose in 
his search for useful facts. 


INTERPRETATION 


Interpretation may be viewed as a 
catalytic process of the intellect. The ana- 
lyst absorbs the analytical data and tries 
to bring to light the significant features 
behind them. What is in front of the ana- 
lyst in the shape of figures, statements, 
computations, graphs, remains an un- 
accomplished job, until it assumes the 
form of verbal (spoken or written) rea- 
soned presentations. 

The main task lies yet ahead of him. 
This task comprises the extracting of the 
meaning hidden behind or buried under 
the mass of figures, and the bringing to 
light of pertinent trends upon which sound 
decisions can be based. This task is cer- 
tainly not as mysterious as it first appears. 
When the aim of the interpretation is 
clear, the path to follow should not be a 
labyrinth. 

What are the mental motions the ana- 
lyst goes through? If you were to ask sev- 
eral analysts what goes on in their minds 
when they start interpreting analytical 
data, you would find that most of them are 
not conscious of the various steps taken in 
succession. They will probably all be in 
accord regarding one point, namely, that 
they approach the data critically. They 
endeavor to find out the favorable and un- 
favorable aspects the data may reveal. 
Then they attempt to forecast the future 
with the help of data for past periods. 
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A focus of attention on outside events 
may be of prime importance. Such cir- 
cumstances are the loss of a practically 
monopolistic situation; the influencing of 
prices by increasing imports; new products 
which may make your own product obso- 
lete; changing trends in fashions—these 
are all occurrences which an analyst should 
not overlook. 

One datum by itself does not reveal any 
trend, nor does it convey any dimensional 
or quantitative magnitudes since these 
are relative. One datum or figure may 
reveal favorable or unfavorable aspects 
only when juxtaposed to other data or 
figures. Comparison is therefore the under- 
lying feature of interpretative work. 

Comparison may be on a time basis, 
that is the juxtaposition of the same data 
at various consecutive periods. It may be 
against goals or standards set in advance. 
It may refer to a whole item produced, 
its components, or it may refer to the 
elements of cost. 

Mere comparison of similar data will 
reveal only trends. The reciprocal relation 
of various data will be revealed by correla- 
tion, i.e. by reciprocal relationships. 

Correlation may refer to data flowing 
from internal computations or may em- 
brace data provided by external circum- 
stances. 

Following the inductive method, we 
might assume that the interpreter’s steps 
are substantially as follows: 

1. Ascertain that the analysis has been 
set up adequately. 

2. That the main internal and external 
sources have been tapped and that 

3. All the unimportant or accidental 
circumstances or occurrences have been 
eliminated from the interpretative study 
and the attention has been focussed on the 
principal issue. 

4. By proceeding from detailed facts to 
new axioms causes of definite occurrences 
should become evident, and 
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5. By glancing at the past and present, 
by taking into account external circum- 
stances, means may be devised to improve 
future developments. 


And finally, every interpretation will bear 
the personal touch of the particular ana- 
lyst. His educational background, famil- 
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iarity with the peculiar aspects of the 
trade and the internal conditions of the 
company, his wisdom and his imagination, 
—all these elements will influence the 
broad and deep interpretation of cost and 
financial data. 
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THE TEACHERS’ CLINIC 


FRANK S. KAULBACK, JR. 


Eprror’s Note: Many of the experienced teachers, as well as some of the new ones have developed devices 
and techniques for the presentation of certain of the knotty aspects of accounting, and it is felt that such sug- 
gestions might well be made available to the other members of the teaching profession through The Teachers’ Clinsc. 
Accordingly, contributions are hereby invited. Please address all correspondence to Frank S. Kaulback, Jr., 
School of Commerce, University of Virginia, Charlottesville, Virginia. 


NOTICE 


The Joint Committee on Education asks 
the cooperation of the members of our 
Association in replying to the following: 


1. Would you be interested in a program pro- 
viding short term employment for faculty mem- 
bers in accounting work with public accounting 
firms or with industrial concerns? This program, 
which is merely in the exploratory stage at present 
contemplates such employment during vacations 
or leaves with compensation and expenses com- 
parable with the faculty member’s usual salary. 
If interested, please address F. S. Kaulback, Jr., 
1197 University Station, Charlottesville, Vir- 
ginia, stating (a) the geographical area in which 
you would prefer employment, (b) the time of 
year and duration for which you would be avail- 
able, and (c) whether you would prefer industrial 


or public accounting. Should your answer to the 
last question be industrial, please indicate prefer- 
ence for cost accounting, internal auditing, or 
general. 

2. Does your school have a student accounting 
internship program? If you have such a program 
or would be interested therein, will you send 
notice of such program or interest to F. S. Kaul- 
back, Jr., at the above address. 

3. There has long been a need for good problem 
material for all parts of the C.P.A. examination. 
Our Committee on C.P.A. Examinations is col- 
lecting such problems, arranging them, and for- 
warding them to the Institute. If you have prob- 
lems suitable for this need, please forward them, 
together with solutions, to Professor R. L. 
Mannix, 685 Commonwealth Avenue, Boston 15, 
Massachusetts. 


MORE ON THE ADMISSION OF THE NEW PARTNER 


IRvING J. CHAYKIN 
College of the City of New York 


With a view towards a more complete 
analysis of the entire topic, the following 
procedures and techniques are offered. It 
should be noted that this exposition is 
recommended primarily for the solution of 
classroom, textual, and examination prob- 
lems, wherein the complete statement of 
facts is not made obvious. In a practical 
situation, the need for this academic ap- 
proach is minimized by the accountant’s 
knowledge of all relevant information. 

Generally, all problems in partnership 
admission fall into the following groupings: 


I. Purchase of an Interest 
A. In capital, profits, and losses 
1. Selling partners specified by the problem 
2. Selling partners not specified by the problem 


B. In profits and losses only 
II. Investment 
A. Investment amount.to be determined 
1. Old partnership has no goodwill 
2. Old partnership has goodwill 
a. Goodwill to be recorded with admission of 


partner 
b. Goodwill not to be recorded with admission 
of partner 
3. Old partnership and incoming partner have 


goodwill 
a. Goodwill to be recorded with admission of 


partner 
b. Goodwill not to be recorded with admission 
of partner 
B. Investment amount given by the problem 


For purposes of illustration, let us 
assume that Smith and Jones are partners 
with capital account balances of $19,000 
and $15,000, respectively, sharing profits 
and losses equally. It is further assumed 
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that Clark, the incoming partner, is to be 
admitted to an interest in capital, profits, 
and losses, unless otherwise specified. For 
purposes of clarity, the illustrative prob- 
lems that follow are correlated exactly 
with the outline of the topic given above. 


PURCHASE OF INTEREST 


The characteristics of this type of prob- 
lem are as follows: 


1. Recognition is based on the use in the problem of 
terms such as “purchase of an interest,” “sale of 
an interest,” etc. 

. Capital is sold or transferred by one or more of the 
existing partners to the incoming partner. 

. Total partnership capital remains unchanged. 

. Payment by the incoming partner for his interest 
is made privately to the existing partner or 
partners. 


Problem 1 


Clark purchases a one-fifth interest in 
the partnership from Smith. 


Solution 
Smith, Capital 
Clark, Capital 


ComMENT: The total capital of the new partnership 
is the same as that of the old partnership, $25,000, one- 
fifth of which is $5,000. 


Problem 2 


Clark purchases a one-fifth interest in 
the partnership. 


Solution 


Smith, Capital 
Jones, Capital 
Clark, Capital 


Comment: As in Problem 1, Clark pret a 
$5,000 equity. In the absence of specific information, 
it is assumed that Clark purchases one-fifth of the 
capital of each partner. This procedure offers the ad- 
vantage of leaving the capital ratio of Smith and Jones 
undisturbed 


Problem 3 


Clark purchases a one-fifth interest in 
partnership profits and losses only. 


Solution 


No entry is necessary inasmuch as 
Clark does not purchase an equity in part- 
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nership capital. Clark’s capital account 
will be created as future profits and losses 
are distributed. 


INVESTMENT 


The characteristics of this type of prob- 
lem are as follows: 


1. Recognition is based on the use in the problem of 
terms such as “invests,” “pays in,”’ etc. 

2. The assets invested by the incoming partner are 
added to those of the existing partnership. 

3. ital account of the incoming partner is 
credited in conjunction with his investment of 


a ie: “ at of the above, the total capital of the 
new partnership is greater than that of the old 
partnership. 


Problem 4 


Clark invests an amount to obtain a one- 
sixth interest. 


Solution 


CommeEnt: Since Clark’s capital equity is to be one- 
sixth of the new total, that of Smith and Jones com- 
bined must equal five-sixths of the new total. Thus, 


$25,000 equals 5/6 of new total 
5,000 equals 1/6 of new total 


Problem 5 


Goodwill of Smith and Jones, not on the 
books, is valued at $3,000 and is to be 
recorded prior to the admission of Clark. 
Clark invests an amount to obtain a one- 
sixth interest. 


Solution 


Smith, Capital 
Jones, capital 


Comment: Goodwill, when recorded, is divided be- 
tween Smith and Jones in their profit "and loss ratio. 
In determining Clark’s investment, the procedure 
utilized in Problem 4 is employed. After providing for 
Clark’s one-sixth equity. Smnith and Jones will have @ 
combined adjusted capital of $28,000. Thus, 


$28,000 equals 5/6 of the new total 
5,600 equals 1/6 of the new total 
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Problem 6 

Goodwill of Smith and Jones, not on the 
books, is valued at $3,000 but is not to be 
recorded. Clark invests an amount to ob- 
tain a one-sixth interest. 


Solution 


Comment: In this problem, as in the preceding one, 
Smith and Jones have goodwill of $3,000. It should be 
obvious that, whether or not this goodwill is recorded 
Clark should be required to make the same investment, 
ie., $5,600. However, where the goodwill is not to be 
set up, the total new capital must necessarily be the 
total of the old capital, $25,000, and Clark’s invest- 
ment, $5,600, or $30,600. Inasmuch as Clark is to have 
a one-sixth equity, he is credited with $5,100, the bal- 
ance being allocated to Smith and Jones equally as a 
profit on the admission of Clark. 


Problem 7 


Goodwill of Smith and Jones, not on the 
books, is valued at $3,000, while that of 
Clark is valued at $1,000. All goodwill is 
to be recorded. Clark invests an amount to 
obtain a one-sixth interest. 


Solution 


000 

5,600 


Comment: For the recording of the goodwill of 
Smith and Jones and the computation of the invest- 
ment of Clark, see Problem 5, above. Clark’s goodwill 
of $1,000 serves merely to reduce his cash investment. 


Problem 8 


Goodwill of Smith and Jones, not on the 
books, is valued at $3,000, while that of 
Clark is valued at $1,000. No goodwill is 
to be recorded. Clark invests an amount to 
obtain a one-sixth interest. 


Solution 
$4,600.00 
Smith, Capital........... 166.66 
Jones, Capital........... 166.67 


$4,933.33 


Comment: As in Problem 7, Clark’s cash investment 
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must be $4,600. The total new capital, therefore, is the 
old capital of $25,000 and Clark’s investment of $4,600 
for a total of $29,600. Clark is credited for one-sixth of 
the total, or $4,933.33. However, when this figure is 
added to the existing — of $25,000, a total of 
$29,933.33 is obtained. Smith and Jones must be 
charged, therefore, for a loss of $333.33 to reduce the 
total to the required $29,600. 


Problem 9 


Clark invests $6,000 and is credited 
with $6,000 as a one-sixth interest. 


Solution 
$2,500 


6,000 


ComMeENT: This type of investment problem, where 
the amount of the investment is furnished by the prob- 
lem, may be solved by using the following steps: 

1. Determine the total required new capital. 

2. Add the incoming partner’s investment to the 
net assets of the old partnership to ascertain the 
need for goodwill. 

3. Add the incoming partner’s capital credit to the 
old partner’s capitals to ascertain the need for ad- 
justment of the capital accounts. 

The above steps are applied to the facts in this problem 
as follows: 

1. Inasmuch as Clark, with a one-sixth interest in 
capital, is to be credited for $6,000, the total new 
capital must be $36,000. 

2. Clark’s cash investment of $6,000, when added to 
the existing net assets of $25,000, provides a total 
asset figure of $31,000, or $5,000 short of the re- 
quired capital. Since the net assets of the new 
partnership must be equal to its required capital 
total, goodwill of $5,000 is incorporated in the 
solution. 

3. Clark’s required capital credit of $6,000, when 
added to the present capital of $25,000, provides 
a total of $31,000, or $5,000 less than the required 
new capital. Since Clark’s credit is fixed at 
$6,000, the capital of Jones and Smith must be 
increased by a total of $5,000. When combined 
with the goodwill of $5,000, computed in Step 2, 
a journal entry is formulated to satisfy both re- 
quirements. 


Problem 10 


Clark invests $4,000 and is credited 
with $5,000 as a one-sixth interest. 


Solution 


Comment: The steps outlined in Problem 9 are 
utilized as follows: 
1. Since Clark, with a one-sixth interest, is to have 
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a credit of $5,000, the total new capital must be 
$30,000. 
2. When Clark’s investment of $4,000 is added to 


the existing net assets of $25,000, the total is 
$1,000 short of the $30,000 required figure. Good- 
will must, therefore, be set up in the amount of 


3. Clark’s capital of $5,000, when added io the 
present capital of $25,000, provides the $30,000 
required new capital. The entry to admit Clark 
combines the required goodwill of $1,000 with 
his investment of $4,000 for his $5,000 capital. 


Problem 11 


Clark invests $2,000 and is credited with 
$4,500 as a one-sixth interest. 


Solution 
1,250 


ComMENT: The steps outlined in Problem 9 are 
applied as follows: 
1. Total new capital must be $27,000, since Clark, 
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with a credit of $4,500, has a one-sixth equity, 

2. The addition of Clark’s investment of $2,000 tp 
the present net assets of $25,000 produces the 
required asset total. Goodwill, therefore, cannot 
be utilized in this solution. 

3. Clark’s capital of $4,500, when added to the 
present total of $25,000, results in a total capital 
of $29,500, which is $2,500 greater than the rm 
quired amount. Smith and Jones, therefore, must 
be , in their profit and loss ratio, fora 


loss of $2,500 on the admission of Clark. 


In conclusion, it should be noted that 
the above illustrations do not purport to 
represent all the possible situations in the 
field of partnership admission. However, 
the student should encounter no difficulty 
in establishing the relationship of other 
variations to the general pattern outlined 
above. Once a problem has been properly 
classified, a careful application of the 
techniques offered should render its solu- 
tion a matter of routine simplicity. 


MALACHY POSTLETHWAYT’S BRITISH MERCANTILE 
COLLEGE, 1755 


STANLEY C. HOLLANDER 
University of Pennsylvania 


Collegiate schools of business have a 
very short history. Although the first such 
school in the United States, the Wharton 
School of Finance and Commerce was 
established at the University of Pennsyl- 
vania in 1881, the great growth of these 
institutions belongs to the present century. 
Specialized university education for busi- 
ness developed even later in England, 
appearing after World War I. In France 
the Ecole des Hautes Etudes Commerciales 
was founded in 1820, but its influence was 
negligible during its first hundred years.’ 

Yet in 1755, Malachy Postlethwayt, a 
remarkably prescient Englishman, pro- 
posed the establishment of a “British 


1 Harry T. Collings, “Education for Business from 
an International Point of View,” Beta Gamma Sigma 
Exchange, Summer, 1933, pp. 349 ff. 


Mercantile College” for business training 
of the highest grade. His detailed plans 
included both a surprisingly modern cur- 
riculum organized around a core of ac- 
counting, and very advanced ideas on 
pedagogy. 

Postlethwayt, a professional writer, 
contributed many books to the Mercan- 
tilist cause before his death in 1767. He 
“collected much information, freely plagi- 
arising other writers, but presented his 
results without method or consciseness.” 
His magnum opus was The Universal 
Dictionary of Trade and Commerce’ “‘trans- 
lated from the French of the celebrated 


2 The Dictionary of National Biography, London, 
Oxford University Press, 1917, Vol. XVI, pp. 205-206. 

* London, John and Paul Knapton, Vol. I, 1751, 
Vol. II, 1755. All quotations infra are from Vol. Il. 
pp. 218-236. 
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Monsieur Savary*... with Large Addi- 
tions and Improvements throughout the 
Whole Work, which more particularly ac- 
commodates the same to the Trade and 
Navigation of these Kingdoms.” 

The proposal for the British Mercantile 
College seems to have been one of Postle- 
thwayt’s own additions and improve- 
ments, although he did use Savary’s 
itemization of the knowledge needed by 
every merchant. Postlethwayt strongly 
believed that a nation could prosper only 
to the degree it honored and respected its 
merchants. He felt the proposed college 
would endow its graduates with a status 
comparable to that enjoyed by the mili- 
tary, the clergy, and the bar. Thus it would 
attract to the mercantile profession young 
men of position and ability. 

These young men would receive a train- 
ing far superior to that provided by the 
apprentice system used then. Postlethwayt 
claimed apprenticeship was riddled with 
weaknesses. Particularly in the large, suc- 
cessful houses the apprentice, ignorant of 
basic principles, was kept too busy at 
routine tasks to profit from the experience: 

“How, and in what manner, [the] profits 
arose, or whether they are true or false, is easily 
obscured under some intermediate account to that 
of profit and loss; a matter easily practiced to 
blind the eyes of one unacquainted with the nice- 
ties of accountantship . . .. Without being thor- 
oughly knowing and expert in mercantile calcula- 
tions and accountantship and duly initiated in 


the arcana mercatorum, what advantage can a 
young gentleman receive?” 


Some merchants were too busy or too 
disinterested to teach their apprentices. 
Others were willing, but incapable of 
teaching: 

“It is not the practice of trade that will en- 
able a merchant to teach his apprentice his art, 
though it furnishes materials for that purpose. It 
18a good general education, a course of regular 


* Jacques Savary des Brulons, Dictionnaire Universel 
de Commerce, Amsterdam, Jansons a Waesberge, 1726. 
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study, and a genius for familiar explication, that 
fit men for the office of instructors .... During 
the fire and sprightliness of youth, there is no 
fixing the attention but by widely amusing it. This 
age is always upon its guard against bondage in 
any shape; and therefore, to give a true relish for 
knowledge, the arts of communicating it should 
be disguised under the form of pleasure.” 


Still others, lacking in sound business 
practice, would do more harm than good 
if they succeeded in passing their own mal- 
competence on to the apprentice: 


“Should it fall out... that our young trader 
is bred under those, who are themselves unskillful; 
whose books are never duly stated, posted up, or 
fit for a ballance;... is he not likely rather to 
take an eternal disrelish to the profession then 
successfully pursue what has been rendered so 
odious and disagreeable?” 


But in a mercantile college, expert 
instructors could teach bright young men 
the basic principles forming the beaten 
track to wealth and honor: 

“To the ignorant in these matters, commerce 
is but a game of chance, where the odds are 
against the player. But to the accomplished mer- 
chant it is a science, where skill can scarce fail of 
its own reward.... He goes steadily forward, 
in a beaten track, which leads him directly, if no 
extraordinary accident intervens, to wealth and 
honour.” 


This instruction would be available to 
the sons of merchants, wholesale dealers, 
and American planters. The students 
would be fifteen years of age or older, 
“qualified in school arithmetic and mat- 
ters of a tolerable current hand-writing,” 
with at least some French and Latin. 
Older men who had inherited or acquired 
fortunes also could attend to learn how to 
preserve and increase their wealth. Clerks 
and passed apprentices wanting additional 
training could enter on a basis of equality 
with “the young gentlemen.” Postlethwayt 
conceived the school as appealing to men 
preparing for the law and public adminis- 
tration as well as for business. 

Six days a week for four years the stu- 
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dents would study: (1) arbitrage and the 
conversion and exchange of English and 
foreign currencies, (2) the conversion of 
English and foreign weights and measures, 
(3) the calculation of duties, tariffs, draw- 
backs, subsidies and bounties in England 
and abroad, (4) public and private finance, 
(5) descriptive economic geography, (6) 
commercial law and government regula- 
tion of business, (7) principles of risk and 
risk sharing, (8) algebra and geometry, 
(9) foreign languages, (10) ‘“‘general com- 
merce” (apparently economics or intro- 
duction to business), and (11) a little 
philosophy. 

The students would also be taught to 
“keep a well contrived alphabetical register 
of “all knowledge relative to their profes- 
sion. “For it is little to the reputation of 
the trader to be obliged to ask information 
of others in important transactions which 
relate to himself.”’ To avoid disagreeably 
wearying “‘the juvenile mind” there would 
be periods of diversion devoted to useful, 
but less taxing, subjects such as Business 
English. “The constitution of the college 
should be so modelled as to have interludes 
[of] . . . transition to matters of a lighter 
kind. ... Among these we look upon a 
facility in writing a plain, strong, sensible 
letter of business upon all occasions.” 

But accounting formed the foundation 
for the entire program: 


“Tt is not necessary, indeed, that a merchant 
engaged in large concerns should keep his own 
books .. . but it is indispensably necessary that 
he should be capable of doing so . . . . [Only then] 
can he be capable of so inspecting them as to be 
duly acquainted with the state of his own affairs. 

. It is an unbecoming meanness, not to say 
a consummate folly, in any man, whose fortune is 
daily at stake, to depend upon others to give him 
what they please for the state of his affairs . . 

“Tt is justly proverbial . . . that the man who 
fails did not understand to keep his accounts: and 
it may be truly said, a merchant without that 
skill is in as bad a situation as the mariner on the 
wide ocean, without chart or compass . 

“This inimitable method of accounts, being 
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founded on the principles of reason, will prove q 
kind of practical logic to young people, when it js 
rationally and methodically communicated, not 
mechanically, and by rules depending on the 
memory only; which latter does not merit the 
name of instruction . When the rules and 
principles are duly applied, and made habitual, 
by being reduced to practice in matters of use, 
they are a whet to the genius, and strengthen the 
intellectual faculties.” 


Always, the emphasis was to be on un- 
derstanding principles and practice in ap- 
plying them. Postlethwayt emphasized 
that keeping books according to memorized 
rules did not develop accountants. 

Various pedagogical devices were pro- 
posed. Lectures would be supplemented 
by “Familiar Conversations.” “One or 
two evenings in the week, after the college 
exercises, should be set apart for those 
students, who are competently advanced, 
to give their opinion in the English lan- 
guage, [or any other modern language 
named by the professor] upon any of the 
aforementioned subjects, or any other 
relating to mercantile affairs, it being 
supposed, that the subject has been given 
out some days before-hand.”’ 

Postlethwayt anticipated modern re- 
forms in language instruction. Instead of 
spending time on “Dead Grammar,” he 
wanted the students to hear the sound of 
the living language. However he proposed 
a rather unusual means for accomplishing 
this. Someone skilled in the language would 
translate current literature aloud, while the 
students sat in perfect silence and rapt 
attention. Any inattentive student would 
be required to step forward to retranslate 
the material he had missed. No program 
was offered for dealing with the student 
who could not so retranslate. Also, antici- 
pating the modern use of teaching fellows 
and graduate assistants, he would nomi- 
nate the brighter upperclassmen to tutor 
the freshmen (Postlethwayt’s word) in 
languages. This would be as good for the 
tutor as for the tutee. 
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The most detailed plans of instruction 
were those devised for the accounting 
curriculum. Constantly emphasizing prin- 
ciples and explanation, the work would 
commence with business forms, move on 
to the journals and ledgers, and wind up 
with business analysis. 


“We judge it necessary to commence with com- 
municating a knowledge of every different auxil- 
iary to the principal books, and of the form of 
every kind of voucher, and of every sort of in- 
strument practiced among merchants for their 
mutual security, such as Bills of Lading, Charter- 
Parties, Policies of Insurance, and the like... to 
inculcate the nature, legality, and utility, of 
them; and, at the same time to enforce the neces- 
sity of such writings and instruments being 
strongly and intelligibly drawn, to prevent strife 
and litigations: as also shewing that, without 
such legal vouchers, the grand books are of no 
authority, either in cases of arbitration, or in the 
face of courts of judicature; these being no more 
than an artificial index to the original vouchers 
and testimonials .... 

“The next step should be to proceed, in a nat- 
ural progression, to explain systematically the 
axioms and rational maxims and principles 
whereupon the whole art of accountantship, as 
practiced by the most skillful merchants, accord- 
ing to the method of double-entry is grounded. At 
the same time, the superlative excellency of this 
art, in comparison to all others that have been 
adopted to anwer the like purposes, should be 
amply illustrated, by apposite examples, as it 
always exhibits the true representation of a 
merchant’s affairs; and, provided the books are 
duly posted up, this excellent method is preven- 
tive of all destructive consequences, which attend 
irregularity and confusion in a trader’s accounts.” 


Case studies would be used, and the 


students would maintain a personal set of 
books: 


“In order to apply these rules and principles of 
reasoning to accounts, a concise introductory 
system should be formed, and that exemplified 
by transactions foreign and domestic, drawn from 
real business. And that the young merchant may 
be completely grounded herein, he should be 
afterwards exercised in stating the real occur- 
rences of some of the greatest and most universal 
merchants from their original books. 

“Nor will such original books of account be of 
use only to ground a young gentleman to the 
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utmost perfection in the art of accountantship, 
but will at the same time familiarize to him so 
great a variety of interesting transactions in for- 
eign trade, conducted with judgment and address, 
that will qualify him to launch into commerce 
with great advantage.... 

“That every advantage may be reaped which 
this art of accountantship will admit of, the 
student should be put also into the method of 
keeping, with very little trouble, an abstract of 
the state of his affairs, within the compass of a 
pocket-ledger, as a constant check and remem- 
brancer for the due government of his concerns.” 


To the modern eye, Postlethwayt’s pro- 
gram seems rigorous. “Every moment of 
time might be properly regulated, even 
that portion alloted for diversions, in order 
to render them innocent, at the same time 
that they are manly, pleasureable, and 
healthful.” But there should be some time 
for diversion. “The merchant must be a 
man of the world, as well as skillful in the 
requisites of his profession, but his being 
immured in a college to converse only with 
the dead letter, and the jargon of the 
schools, will render him as unfit for his 
profession, as Sir Isaac Newton was for a 
dancing master.” 

Since so many modern concepts of col- 
legiate business education were foreshad- 
owed by Postlethwayt, it can only be 
hoped that his opinion of assistant profes- 
sors was an exception. He despised the 
lower ranks: 

“In case there should be occasion to call in 
assistants; under the chief professors, the method 
of execution may, on no account whatever be 
deviated from by such assistants, for that would 
be leaving them to a random way of instruction, 
without any check or controul,.... Besides, 
nothing is more common than for inferior assist- 
ants, who are capable only to act some under- 
part, to have different methods of instruction, 
peculiar to themselves: and as the incapacity or 
ill conduct of those assistants, may make it fre- 
quently necessary to change them, was the 
method of instruction to be changed at the same 
time, it would eternally bewilder the young stu- 
dents, and greatly retard their progress. But, by 
adhering inviolably to a well digested plan of 
execution, as strict an eye will be kept over 
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assistants, that they steadily perform their duty, 
according to the method prescribed to them, as 
is over the young people themselves.” 


In spite of the weaknesses of the non- 
ranking members of the staff, the college 
would do a most satisfactory job, since 
upon graduation the young gentlemen 
would be: 

“qualified to enter into any counting-house what- 
soever, of the most extensive and universal 
trade... . Such a fund of pertinent knowledge 
will our young merchant be furnished with, and so 
expert will he be in every part of the business of 
the practical counting-house, that he cannot fail 
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to form a right judgment of everything he sex 
transacted during the time of his clerkship: no 
will it be in the power of the ignorant or the art. 
ful, in any respect whatever, to perplex or mis. 
guide him. From having also such principle 
inculcated in his youth as serves to raise an emp. 
lation, excite industry, and fix the attention tp 
business, no advantage will escape his notice, 
through negligence or want of discernment. 0p 
the contrary, he will be able to break through all 
obstacles to his advancement, and not only to 
make the most of every fortunate occurrence that 
falls in his way, but, if such are wanting, even 
to frame beneficial occasions for himself.” 


Not bad, 1755 or 1953. 


THE USE OF ACCOUNTING CONCEPTS AND TECHNIQUES IN 
THE ELEMENTARY ECONOMICS COURSE 


J. TAYLOR 
University of Rochester 


In his stimulating article on the “Inte- 
gration of Accounting and Economics in 
the Elementary Accounting Course,’” 
Professor Devine observed that: 

. .. It is difficult to conclude a subjective dis- 
cussion of this nature without turning the topic 
around and remarking on the possibilities for 
integrating accounting with the first-year work in 
economics. Clearly much may be done in this area, 
but the prospect is discouraging . ... Account- 
ants may be well advised to let well enough 
alone. 


It is the purpose of this brief note to sug- 
gest that Professor Devine’s conclusion is 
overly pessimistic, that within the limits 
of the normal introductory economics 
course a good deal can be done in a direc- 
tion which he would approve, and that 
certain recent developments in economic 
theory present opportunities which have 
hitherto been non-existent for the fruitful 
collaboration of accountants and econo- 
mists both in the elementary course and 
at advanced research levels. 


‘Carl Thomas Devine “Integration of Accounting 
and Economics in the Elementary Accounting Course,” 
ACCOUNTING REVIEW, July, 1952, p. 333. 


It so happened that the present writer 
read Professor Devine’s article soon after 
the start of teaching this year’s introduc- 
tory economics course in the Summer Ses- 
sion of the University of Rochester. This 
coincidence led him to look at the outline 
of his own course from the point of view 
of seeeing how far accounting concepts and 
techniques were used in it as an integral 
part of teaching elementary economics. 
The result surprised him, perhaps as much 
as it will surprise Professor Devine. To 
begin with, it should be explained that the 
Summer Session course is essentially the 
same in content as the two semester ele- 
mentary economics course which the writer 
has taught at the University of Rochester 
for the past four years. Professor Devine’s 
article caught the writer in a receptive 
mood as he had suspected for some time 
that one persistent direction of change was 
the introduction into it of more and more 
elementary accounting. Moreover, this 
change was taking place from a necessity 
observed in actual teaching rather than 
from any conscious bias towards account- 
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ing on the writer’s part since he is not in 
any way an accountant by training but 
rather a “pure” economist and economic 
historian.’ 

In order to make the argument specific, 
the writer proposes to examine from the 
point of view of its accountancy content 
his own teaching syllabus prepared for stu- 
dents who mostly will mot major in eco- 
nomics but who attend classes either 
because they are so compelled or who 
desire an introduction to the economics of 
the American way of life as part of their 
general education. 

The full two semester course is organized 
in the following sections: 

(1) The Foundations. 

'2) The Pricing of Final Commodities. 

(3) Money and Banking. 

(4) The National Income and the National 

Product. 

(5) The Theory of Production, Factor Costs, 

and Personal Incomes. 

(6) Public Finance. 

(7) International Trade and Finance. 

(8) Social Control of the Economy. 


Naturally, accounting concepts and tech- 
niques are used more in some of these sec- 
tions than in others; but some accounting 
is used in every section, and in two of them 
accounting methods form the basic peda- 
gogic technique used. 

Each of these sections will now be ex- 
amined in detail in order to see where 
accounting concepts and techniques are 
either essential or, at the very least, ex- 
tremely useful. As may be expected, it is 
in the first section, ‘The Foundations,” 
that the least use is made of accounting 


*It is fair to add, however, that his interest in the 
accounting aspects ‘of economic problems has been 
greatly stimulated by his experience as consultant on 
price and wage controls to the firm of Wilson, Shults & 
Co. Public Accountants, Rochester, N. Y. He would 
in particular like to take this opportunity to express 
his Appreciation of the interest of Mr. Otto A. Shults, 
senior partner in the firm in giving the writer an oppor- 
ny for param his experience by getting out of the 
and applying economic analysis to practical 
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concepts. The sub-sections of this part of 
the course are: 


1. What Economics Is About: Problems, 
Analysis, Policies. 

2. The Non-economic Bases of Economic Ac- 
tivities: 
(a) Natural resources and population; 
(b) Social institutions and organization; 
(c) Ideologies and social myths. 

3. Economic Evolution: Institutions and 
Theories. 

4. The American Economy Today: An Over- 
view. 


Under sub-heading 3, there is, however, 
some discussion of the origins of double- 
entry book-keeping and of the historic 
necessity for developing a science of ac- 
counting if industry and commerce were to 
be developed along modern lines. The idea 
is presented that the economic transactions 
of modern society automatically give rise 
to a complicated web of financial obliga- 


tions and that accounting techniques are 
basic to the handling of this aspect of social 
organization. 

Section (2), “The Pricing of Final Com- 
modities,” is mainly an introduction to 
economic analysis and covers—to use an 
older phraseology—the Theory of Value. 
Its sub-sections are as follows: 

. Economic Value. 

. Demand for Final Commodities. 

Demand as Seen by the Seller. 

. Supply of Commodities and Market Price. 

Forms of Competition and Market Price. 

. Selling Costs. 

. Normal Price under Monopoly and Imper- 
fect Competition. 

. Natural Monopolies: Public Utility Pricing 
Policies. 


oo 


It will be observed that the order of pro- 
gression in this section is from the most 
abstract of pure theory to a discussion of 
actual market situations. Sub-sections 4 
through 7 involve some discussion in ac- 
counting terms of “costs,” “gross reve- 
nue,” and “‘net revenue’’; while sub-section 
8, which is centered around a discussion of 
the practice of regulatory commissions in 
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setting utility rates at levels which will 
provide a “fair return on a fair valuation” 
of invested capital, is loaded with the dis- 
cussion of accounting concepts, particu- 
larly of such problems as what “costs” are 
to be considered “‘proper”’ and “necessary” 
in arriving at income and what are the 
proper rules of valuation to be followed in 
attempting to decide on a “fair” valuation 
of a capital asset. 
Section (3), “Money and Banking,” 
has the following sub-sections: 
1. Money. 
2. American Monetary and Banking Institu- 
tions: Evolution. 
3. American Monetary and Banking Insti- 
tutions: Structure. 
4. Accounting Statements: A Basic Economic 
Tool. 
5. Operation of the Banking System: Com- 
mercial Banks. 
6. Operation of the Banking System: Federal 
Reserve Operations. 
7. Inflation and Government Price Control. 


Sub-section 4 is a simple discussion of the 
nature of a balance sheet and serves as a 
necessary preliminary to sub-sections 5 
and 6 which are the heart of the entire 
section. Experience has shown the writer 
that abstract presentation of the theory 
of fractional reserve banking, of open 
market operations, of variations in the 
rediscount rate, of changes in the legal 
reserve ratio, of fluctuations in the mone- 
tary gold stock of a country are just as 
lifeless and just as confusing to the present 
generation of students as they were to 
him in his undergraduate days. The intro- 
duction of the accounting approach, how- 
ever, has been found to make these com- 
plex matters clear and interesting to the 
representative student. And it is so simple. 
All that is needed is to set up: (a) a simpli- 
fied commercial bank statement contain- 
ing the essential items and designed so 
that arithmetical manipulation will not be 
difficult, and (b) a consolidated federal 
reserve bank statement. The individual 
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entries are numbered consecutively for 
ease of reference and manipulation. As the 
basic theory is described, the class works 
over the statements with the instructor, 
then various changes in the basic situation 
are made such as might easily be encoun- 
tered in actuality and the class is required 
to make the appropriate consequential 
changes in the statements. They usually 
find this interesting, even if only from the 
point of view of a game in mental arithme- 
tic. Soon, without realizing it, the class is 
thinking through its banking theory in 
practical accounting terms and has also 
become familiar with handling a simple 
balance sheet and making changes in it. 
Over-worked teachers will quickly note the 
usefulness of this approach from the point 
of view of objective tests and examina- 
tions. It is now inconceivable to the writer 
that money and banking can satisfactorily 
be taught in the elementary economics 
course without a heavy reliance on ac- 
counting methods. 

Section (4),“‘The National Income and 
the National Product,” is where the ac- 
counting approach is probably most valu- 
able and can be most extensively used. 
Indeed, in this section the basic theory and 
techniques taught are essentially those of 
“social accounting,” comparable in its 
methods, though not its data, to the ac- 
counting needed to understand the opera- 
tions of the individual firm. This section 
has the following sub-sections: 


1. The National Income and the National 
Product: Fundamental Concepts. 

2. The National Income and the National 
Product: Examination of the Statistics. 

. Consumption, Savings, and Investment. 

. Business Cycles. 

. Employment and Unemployment. 

. Employment Policies in a Free Society. 


Sub-sections 1 through 3, which present 
the modern aggregative approach, might 
be described as an introduction to “social 
accounting.” For raw data, use is made of 
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the convenient tables given in Peach and 
Krause’s Basic Data of the American 
Economy. The class under the guidance of 
the instructor works through a series of 
tables giving the composition of the Gross 
National Product, Net National Product, 
National Income, and Disposable Income, 
and also learns how, given the necessary 
raw data, to get from one aggregate to 
any of the others. As with “Money and 
Banking,”’ students learn difficult theoreti- 
cal concepts more easily when they are 
presented in concrete form and when the 
students are taught how to construct and 
manipulate them in actual figures. Again, 
economics instructors will observe the 
ease with which this approach lends itself 
to objective testing. My own form of test 
is to give an overabundance of raw statis- 
tical data, some of it slightly disguised, 
and then ask the student to determine 
National Income or Aggregate Saving or 
Investment or some such basic concept. 
This may not be ‘“‘accounting” in the tra- 
ditional sense, but the technique used is 
closer to accounting than to traditional 
economic analysis. It is the writer’s belief 
that much fruitful research on problems 
of the National Income and National 
Product is awaiting the collaboration of 
accountants and economists and that the 
science of accountancy and that of eco- 
nomics can solve basic and important 
problems of society only by realigning 
their traditional frontiers and by coopera- 
tion in research. 

Section 5, “The Theory of Production, 
Factor Costs, and Personal Incomes,” is a 
somewhat unorthodox mixture which man- 
ages to combine an exposition of pure 
economic theory with some consideration 
of relevant problems of current business 
practice and of the contemporary economy. 
It contains the following sub-sections: 

1. The Theory of Production: Input-Output 


Relations. 
2. Marginal Product and Cost of Production. 


. Short-run Equilibrium of the Firm or In- 
dustry. 

. Long-run Partial Equilibrium. 

Labor: Wage Theories. 

Labor: Wage Determination in a Managed 

Market. 

Capital: Interest. 

. Land: Rent. 

. Enterprise: Profits. 

. Business Finance: What you can learn 
from a business corporation’s annual re- 
port. 

11. Agricultural Costs and Incomes. 

12. Social Security and other Transfer In- 

comes. 


In dealing with these matters, extensive 
use is made of normal accounting concepts 
and techniques. Sub-sections 1 through 4 
involve some consideration of elementary 
cost and revenue analysis. Items 5 and 6 
involve cost analysis, particularly of the 
non-wage costs of labor in relation to 
business profits, i.e., an examination of 
so-called “fringe benefits.” Item 7 intro- 
duces the concepts of time discount and of 
capitalization. Item 9 requires considera- 
tion of cost and revenue analysis in the 
determination of residual income after 
factor costs and of such matters as the 
effects of price changes in relation to busi- 
ness inventories on the “profits” of a firm. 
Item 10 brings into use a great many ac- 
counting concepts. An actual corporation 
report together with the minutes of the 
annual meeting is analyzed and this pro- 
vides a jumping off point to discuss the 
use of profit and loss statements and 
balance sheets, and also to examine such 
concepts as going-concern valuation of capi- 
tal assets, book value, market value, de- 
preciation and obsolescence costs and al- 
lowances and trading on the equity. Item 
11 involves a study of some special cases of 
fixed costs in relation to foreseeable but 
not predictable fluctuation in income and 
of capitalization of assets on the basis of 
current earnings. In short, the whole of 
section (5) relies very heavily on the use of 
accounting concepts and techniques in or- 
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der to teach basic economics. The writer 
has found that by so doing he not only sim- 
plifies the teaching of a difficult part of the 
course but he thereby gives actuality to 
pure theory in such a way that students 
become easily interested and see from the 
beginning that there is basic common 
ground between economics, business ad- 
ministration, and accounting. Since most 
of the students are essentially practically- 
minded and are destined for careers in busi- 
ness-management or in engineering, it is 
important to establish early in their train- 
ing the fact that sound practical perform- 
ance is best based on a thorough under- 
standing of fundamental principles. 
Section (6), “Public Finance,” relies 
heavily on simple accounting presentation 
and in one section runs into quite ad- 
vanced accounting concepts. Its sub-sec- 
tions are: 
1. Differences between Private and Public 
Financial Decisions. 
. American Government Finance: An Over- 
view. 
. American Government Expenditures. 
American Government Revenues. 
. Principles of Taxation. 
The American Tax Structure. 
. The National Debt. 
. Fiscal Policy. 


COND 


Items 2, 3, and 4 are presented by means of 
an analysis of a series of simple accounting 
statements for the year 1939 and for the 
post-war years, and reference is also made 
for comparative purposes to earlier his- 
torical statistics of income and outgo. Item 
6 involves the study of some simple prob- 
lems of tax accounting, e.g. the determina- 
tion of those costs which are necessarily 
and properly incurred in the earning of 
taxable income, the question of unreason- 
able accumulation of reserves from cur- 
rent corporate earnings, and such matters 
of common interest to the businessman, 
tax accountant, and economist. 

In Section (7), “International Trade 
and Finance,” the use made of accounting 
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techniques is extensive and important. The 
sub-sections of this part of the course are: 


1. Basic Theory of International Trade. 

2. Protectionism v. Free Trade: The American 

Tariff. 

The Balance of Payments. 

. Foreign Exchange Rates. 

The “Dollar Shortage.” 

. The Economic Institutions of the United 

Nations. 

7. The Foreign Economic Policy of the United 

States. 


Dn > 


Items 3, 4, and 5 lend themselves readily 
to the intensive use of balance sheet type 
analysis, and they cover the very heart of 
this part of the elementary economics 
course. Again, as with “Money and 
Banking” and with ‘National Income” 
analysis, the accounting approach enables 
complicated theoretical concepts to be 
presented in a form readily intelligible to 
the beginning student. 

Section (8), “Social Control of the Econ- 
omy,” is mainly a discussion of some 
important and current problems of public 
economic policy. Its sub-sections are: 

1. “Big Business”: The Antitrust Laws. 

2. “Big Business”: Investment Banking and 

the Sale of Corporate Securities. 

3. “Big Labor”: Labor-Management Rela- 

tions and the Public Interest. 

4. “Big Government’: Pressure Groups and 

the Consumer Interest. 

5. Government in Business: The Public Cor- 

poration. 

6. Alternative Economic Systems. 

7. Economic Change and Growth: The Road 

Ahead. 


Here, as in the first section of the course 
there is not much opportunity for using 
accounting concepts and techniques, but 
even here some accounting insists om 
creeping in. Sub-section 2 employs most 
of the accounting concepts and techniques 
used in section (5) “Business Finance.” 
Sub-section 5 involves the use of cost and 
revenue analysis in order to form some 
opinion of the “profitableness” of govert- 
ment operated enterprise. In this connet- 
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tion, a careful analysis is made of the 
profit and loss statements of the Tennessee 
Valley Authority and compared with the 
analysis of similar statements for a pri- 
vately owned electric utility company. 
Finally, in sub-section 6, some reference is 
made to the accounting problems pre- 
sented by socialized industries. 

The writer hopes that his rather de- 
tailed analysis of his own course has 
demonstrated that: (a) within the confines 
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of an elementary “Principles of Econom- 
ics” course extensive and profitable use 
can be made of accounting concepts and 
techniques; and (b) there is a magnificent 
opportunity waiting on the collaboration 
of economists and accountants in the solu- 
tion of some important research problems, 
particularly in the study of the National 
Income and National Product, which 
overlap the two disciplines of accountancy 
and economics. 
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PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


HE FOLLOWING problems were prepared by the Board of Examiners of the Ameri- 
can Institute of Accountants and were presented as the first half of the C.P.A. 
examination in accounting practice on May 13, 1953. The candidates were re- 
quired to solve all problems in four and a half hours. The weights assigned were: prob- 
lem 1, 20 points; problem 2, 12 points; problem 3, 18 points. 
A suggested time schedule is given below: 


Problem 1 105 minutes 
Problem 2 40 minutes 
Problem 3 60 minutes 


No. 1 


Prepare a U. S. partnership return of income on Form 1065, supplied to you herewith, 
for the Ajax Engineering Company, for the fiscal year ended October 31, 1952, com- 
plete insofar as the following information makes possible. No extra forms are available, 
so it is suggested that you prepare it in pencil to facilitate making corrections. A work 
sheet is not required, but schedules should be submitted showing the composition of 
items in Columns 2, 3 and 5 of Schedule J. 

The Ajax Engineering Company, a copartnership formed on January 1, 1951, adopted 
a first fiscal year ending on October 31, 1951 and prepared its first return, which has 
been examined and accepted as filed, on the accrual basis. There are four partners, all 
of whom are located in the capital of your state. The firm’s only branch office, under a 
resident manager, is located in Mexico City. 

The partnership agreement provides that profits and losses are to be shared equally, 
after the crediting of interest on capital at the rate of 4% per annum and the payment 
of annual salaries of $10,000 each to Smith and Jones. The interest is to be computed 
on partners’ monthly balances and credited to the respective capital accounts. This 
interest is not subject to withdrawal. The agreement further provides that, notwith- 
standing the fact that partners’ salaries and interest on capital accounts may result 
in unequal distribution of income, such items as capital gains, credits and deductions 
which are to be separately stated on the partnership return shall be apportioned equally 
among the partners. 

Each of the partners contributed $100,000 in cash to the firm’s capital on January |, 
1951, with the exception of Brown who paid in $50,000 in cash plus certain marketable 
securities having a market value of $50,000 on that date. Brown acquired the securities 
from the estate of his mother who died on August 1, 1946, and they had the following 
fair market value on the date of her death (no election was made to use the optional 
valuation date): 


$10,000 U. S. Treasury bonds, issued prior to 3/1/41. $ 9,800 
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For the short period ended October 30, 1951, an operating loss of $60,000 was sus- 
tained. During its second year, however, the firm has had substantial earnings and full 
tax benefit of the prior year’s loss will be realized by all partners. A trial balance for 
the year ended October 31, 1952 combining main office and branch is shown on the 
following page, together with a post-closing trial balance at October 31, 1951. 


Post-closing 
Trial Balance Trial Balance 
October 31, 1951 October 31, 1952 
Dr. Cr. Dr. Cr. 

Accounts receivable—trade................. Tse 141,162 366 , 762 
Allowance for doubtful accounts...............-0.eeeeeeees $ 4,392 $ 8,982 
Marketable securities: 

U. S. Treasury bonds, issued prior to 3/1/41.............. 10,000 

State of Illinois 3% bonds, due 1990...............-.006- 10,000 

ABC Mutual Fund, 1,000 shares............--0seeeeeees 30 ,000 
Deferred assets and prepaid expemseS..............0000e00- 13,728 26,270 
Reserve for possible devaluation of the Mexican peso........ 10,000 
Partners’ capital accounts: 

Partners’ drawings: 

Engineering and consulting 587,760 
Interest on State of Illinois bonds. 300 

Dividend received from ABC Mutual Fund................. 2,000 
Provision for doubtful accounts. 6,590 
Provision for possible devaluation of the Mexican peso....... 10,000 
14,000 
Administrative and selling expenses..............2..eeeee0e 47,400 
Profit on sale of office 5,000 


$395,430 $395,430 $1,138,567 $1,138,567 
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The company did not adopt the “reserve method” for claiming bad debt deductions 
in its first return. An analysis of the allowance for doubtful accounts shows the fol- 


lowing: 
Recovery of account written off in the prior year. .............cccccccccecceccceccccccccccece 1,000 
$11, 


The Mexican operations were profitable and, although nothing adverse was imminent, 
the partners deemed it advisable to provide for possible currency declines. 

The contingency reserve represents the estimated liability of the firm in a legal ac- 
tion about to be instituted by a customer. 

The dividend check from the ABC Mutual Fund was accompanied by a letter stating 
that $1.50 per share was distributed out of ordinary income and .50 out of reazlied 
capital gains. 

The profit on sale of securities was computed as follows: 


Book Proceeds Book Date 
Value Profit Sold 
$10,000 State of Illinois bonds....................... 10,000 10,000 10/30/52 
1,000 Shares ABC Mutual Fund................... 30,000 40,000 $10,000 10/30/52 
Donations were made to the following: 


A pledge of $4,000 was made for a contribution to the local hospital and was accrued 
at October 31, 1952. Payment thereof was made two months later. 
The computation of the profit on sale of office equipment is shown below: 


Cost on acquisition date (January 5, $12,000 
Depreciation provided to date of sale (September 30, 1952)................... 1,000 11,000 
No. 2 


a. For each of the following numbered items you are to select the lettered item(s) which 
indicate(s) its effect(s) on the corporation’s statements. Using the answer sheet pro- 
vided, indicate your choice by printing the letter(s) identifying the effect(s) which 
you select. If there is no appropriate response among the effects listed, leave the 
item blank. If more than one effect is applicable to a particular item, be sure to list 
all applicable letters. (Assume that the state statutes do not permit declaration of 
non-liquidating dividends except from earnings.) 


(1) Decla: 
on no! 


(2) Decla 
divide 
(3) Recei 
corde 
(4) Passi 
stocks 
(5) Recei 
held 
regul 
(6) Pay 
—— (7) Issue 
split. 
b. The 
the 
by 
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Tra 
Inve 
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Esti 
Firs 
$7 
Co 
a 
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Re 
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Re 
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Notes 
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Item Effect 
(1) Declaration of a cash dividend due in one month Reduces working capital. 
on non-cumulative preferred stock. Increases working capital. 


Reduces current ratio. . 


(2) Declaration and payment of an ordinary stock 
Increases current ratio. 


dividend. 

(3) Receipt of a cash dividend, not previously re- 
corded, on stock of another corporation. 

(4) Passing of a dividend on cumulative preferred 
stocks. 

(5) Receipt of preferred shares as a dividend on stock 
held as a temporary investment. This was not a 

larly-recurring dividend. 

(6) Payment of dividend mentioned in (1). 

(7) Issue of new common shares in a five for one stock 
split. 


Reduces total retained earnings. 

Increases total retained earnings. 

Reduces equity per share of common stock. 

. Reduces equity of each common stock holder. 
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Reduces the dollar amount of total capital stock. 
Increases the dollar amount of total capital stock. 


b. The following partially condensed financial statements are to be used in answering 
the questions below. For each item, select the best answer and indicate your choice 


by entering the appropriate letter beside the question number. 


X CORPORATION 
Balance Sheet—December 31, 1952 


Trade receivables, less estimated uncollectibles of 238 ,000 
Property and equipment, cost less $182,000 charged to operations to date.................. 390,000 
$881,000 
$7 Preferred stock—no par value (entitled to $110 per share in liquidation); authorized 1,000 
shares; in treasury 400 shares; outstanding 600 shares.................ccceccccccccceees 08 ,000 
Common stock—no par; authorized 100,000 shares, issued and outstanding 10,000 shares stated 
Excess of amounts paid in for common stock over stated values...............2.0eeeeeeeee 242 ,000 
$881,000 


Notes: (1) Working capital—12/31/51 was $205,000. (2) Trade receivables—12/31/51 were $220,000 gross, 


bonds outstanding during 1952. 


$206,000 net. (3) Dividends for 1952 have been declared and paid. (4) There has been no change in amount of 
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X CORPORATION 


Income Statement 
Year ended December 31, 1952 


Cash Charge Total 


$ 4,000 $18,000 $ 22,00 
Cost of sales: 

Inventory of finished goods—January $ 92,000 

Inventory of finished goods—December 31....................2.20005- (100,000) 672,000 
Other additions and deductions (net)... 3,000 
Net income before federal income tax..................0.ccecccevcecees $ 58,000 


From the X Corporation’s financial statements, compute the following: 


Ttems to be computed Approximate Answers 
(a) (b) (c) (d) (e) 
(2) Average number of days’ charge sales uncollected........ 94 


(3) Average finished goods turnover.................-....- 
(4) Number of times bond interest was earned (before taxes) . . . 


(S) Number of times preferred dividend was earned......... 5 3 

(6) Earnings per share of common stock..................- $4 $3.30 $3.58 $5.10 $5.38 
(7) Book value per share of common....................-- $33. $35.00 $49.80 $48.80 $53.20 


No. 3 


The H & H Laboratories, Inc., manufactures the chemical product Zoom sold to the 
automobile industry at $4.25 a pound. The manufacturing process is departmentalized 


as follows: 


Department 1—mixing 
Department 2—cooking 
Department 3—cooling 
Department 4—packing 


Materials X, Y and Z are issued from stores twice daily for production runs, which 
are controlled by number and date. 

In Department 1, materials X, Y and Z are weighed and mixed in accordance witha 
secret formula. In Department 2 the mixture is cooked and 10% of the mixture is lost 
in evaporation at the end of the departmental process. The cooking process requires 
several hours, and immediately upon completion the vats containing the remaining 
90% of the mixture are conveyed on belts through several rooms of different tempera- 
tures comprising the cooling department. In the final stages of this department, the 
top 80% of the mixture is poured out and transferred to Department 4 where it is 
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poured into barrels for shipment. The 20% of the mixture that represents impurities 
and sediments resulting from the cooling process is sold in bulk as a by-product called 
W for a nominal selling price of $1.00 a pound. 

Variation in the length of time in the cooling process or in the temperatures can 
result in increasing the percentage of by-product to as high as 30% of the Department 3 
mixture, but the minimum by-product always will be 20%. 

The research division of the company has discovered a prospective use for the by- 
product in another field, but it would require the setting up of an additional depart- 
ment and an investment of additional capital to handle a further manufacturing process. 
This new by-product (Clora-W) would sell for $5.00 a pound. To produce this product 
one-half pound of new material is added to each pound of the sediment obtained from 
Department 3. However, processing causes a 40% shrinkage of the resulting mixture. 
Processing Clora-W will add the following additional costs: 


Required : 


Based on the following cost data and production figures for a one-month period, the 
management requests you to prepare statements showing total manufacturing cost and 
gross profit for each of the following situations, assuming that all production is sold: 


a. By-product W produced at a rate of 20% of Department 3 mixture. 
b. oe Clora-W produced at each of the following percentages of Department 3 mixture: (1) 20%: 
(2) 30%. 


Material issues to Department No. 1: 


X 8,000 Ibs. at $1.00 
Y 3,000 Ibs. at 1.10 
Z 1,000 Ibs. at .70 


Processing costs: 


.38 per pound of departmental input 


All processing costs in Department 4 may be considered as variable. 
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Solution to Problem 1 
FORM 1065 


U. reasury Department 
intern 


Sees tase U. S. PARTNERSHIP RETURN OF INCOME 


(To Be Filed Also by Syndicates, Pools, Joint Ventures, Etc.) 
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1952 


Do Not Write in These Spaces 


Solution to For Calendar Year 1952 
Serial No. 
ending. .O-31.., 1952 (Date Received) 


Problem 1 or taxable'year beginning LL-1— 


(PRINT PLAINLY MAME AND BUSINESS ADDRESS OF 


Ajax. Engineering. Company 


THE ORGANIZATION) 


TStreer am. number) 
Springfield 


(City, town, or post office) “(Postal zone ‘aumber) (State) 


Principal business activity (see lostruction J).. Engineering 


GROSS INCOME 


1. 


Gross receipts from business or profession. 


2. Less cost of goods sold: 


(@) Inventory at beginning of year... 


(d) Total of lines (6), and (c).............. is 


(e) Less inventory at end of \ 


00 


3. Gross profit (or loss) from business or profession (item 1 less item 2)............; 9. 98%750 | 00. 
4. Income (or loss) from other partnerships, syndicates, pools, etc. (State, separately i 
6. Interest‘ on bank deposits, notes, corporation bonds, etc. oma interest co be | 
7. Interest on tax-free covenant bonds upon which a Federal tax was paid 
8. Interest on Government obligations, etc., unless wholly exempt from tax. ee Meee 28000 
1l. Net gain (or Joss) from sale or exchange of ars other than naan assets (from ' 
ine, 2, Schedule A (2)).. 
debt recovery. 000 |00 
DEDUCTIONS 
14. Salaries and wages. (Do nor include compensation for partners) 
15. Rent. ‘ 
16. on ‘(Explain ii in ‘Schedule B. Do not include interest on 
capital invested in the business by any partoer).. 
18. Losses by fire, storm, shipwreck, or other casualty, or theft. (Sibenis schedule). . aad 
22. Amortization of emergency facilities. (Attach 
23. Depletion of mines, oil and gas wells, timber, etc. (Submit schedule).......... 
24. Other deductions authorized by law. (Explain in Schedule F)................. 47A00 |00 
26. Ordinary net income (item 15 less item 25)... $ 244140) 00 


27. Net short-term capital gain (or loss) (from line 3, Schedule A(1)) 
28. 


Net long-term capital gain (or loss) (from line 6, Schedule A(1)). 


oat 623 
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Schedule A.— GAINS AND LOSSES FROM SALES OR EXCHANGES OF PROPERTY 


(1) CAPITAL ASSETS. (See instructions 27-28) 


2. | 3, Date sold provements (Wi eet pur-| 7 Expense of * 
neat of descriptive detail not shows below) | vast price) 
es SWORT-TERM CAPITAL GAINS AMD LOSSES—ASSETS HELO WOT MORE THAN @ MONTHS 
..|S.. $ $ $ 
2 Enter share of net short-term gain or Joss from other partnerships and from commos trust funds. . ee SE | Ar 
3. Enter here the sum of short-term gains or losses or difference between short-term gains and losses shown 
above. Also enter as item 27, page 1,and in column 5, Schedule K................ sees eeeeeeeees $ 
LONG-TERM CAPITAL GAINS AND LOSSES—ASSETS HELD MORE THAN 6 MONTHS 
U.8. Bonds 9800) 00 200/00 
State of. =1=46 10-3052 _ 250/00 
Fund Shares._8-1-4 4Q00% 1995: _....| 29050 | 06 
Office Equipment... -5-51/ 900-2 1400006 1200 00) OG 0 | 00 
§. Enter the full amount of share of net long-term gain or loss from other partnerships and from common 
6. Enter here the sum of long-term gains or losses or the difference between long-term gains and losses } 
shown above. 's26000! 00 


Also enter as item 28, page 1, and in column 6, Schedule K 


(2)—PROPERTY OTHER THAN CAPITAL ASSETS. (See instruction 11) 


2. Enter here the sum of gains or losses or difference between gains and losses shown shite: “Also enter 
as item 1], page 1... ers 
Schedule B.—INTEREST ON INDEBTEDNESS. (See Instruction .16) 
Exptanaton (coatisued) Acasual (coatiawed) 
} 
Schedule C.—TAXES. (See instruction 17) 
Nature Mature (continued) Ameust 
State and local taxes $ 
Mexican Sales Tax 


Total (enter as item 17, page 1). .|$ 


Schedule D.—BAD DEBTS. (See instruction 19) 


1. Tamable year 2. Not Income reported 2 Sales account 4 Gad of 
Gress ameuat added reserve Amount charged agates! reserve 
1952..., 244140] 00)... 00. “S000 


NOTE. deduction claimed represents debts which have worthless gg, OF i is anaddition toa Teservel_J 
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Sehedute E. TION. (See Page} 
+ Kind of wagrty state matettal of which com | 2 | Coster | Depreciation Removing ether | | Depreciation stew 
suucted). Exclude land and ether sendepreciable property ailewable) prior datis te be recovered Gepreciatioe graning of year year 
! | 
‘Total (enter as item 20, page : 
Schedule F.—OTHER DEDUCTIONS. (See Instruction 24) 6. La 
. Explaaation (contiaued) Amoust (continued) 7. Or 
Kduinistrative 
9. Ac 
| Total (enter as item 24, page 1) .. ...1$ &7A00 00 13. Pa 
Schedule G. rons OR GIFTS PAID. (See! tien fer Schedule K) 
Wome oad acérens of Ameuat Name and address of eryamzation (continued) Amovat (contineed) 
Schedule H.—COMPUTATION OF NET E FROM SELF-EMPLOYMENT. (See ter Schedule H) se 
1. Ordinary net income increased by casualty losses — 26 plus item 18, Page 1, buc do not include any 1780 00 (@).. 
2 Less: Portion of. item 4, page 1, which does not constitute act a lies self- @.. 
4. Interest on corporation bonds and Government obligations, etc., included i in : 
Net rentals from real estate (item 9, page 1, less allowable deductions)...... 
6. Net gain (or Joss) from item 1], page 1...... | 1,780 00 
7. Net earnings from self-employment. (Enter in column 10, Schedule K).. ... cate Sea (4)... 
1-1-51 QUESTIONS (#).... 
basis fully, state why used and the date inventory was (6)... 
2. If this is the organization's first return, indicate whether last reconciled with stock ...................------- (4)... 
(4) completely new business [1], .or (6) successor to| 7. [s any member of the partnership the wife, son, ot (0)... 
previously existing business, which was organized as (1) daughter of any other member? (Answer “ Yes" ot dese 
corporation (2) partnership or (3) sole pro- 
prietorship (1), or (4) other (indicate) ..................-.-- Did the organization at any time during taxable yeat 
own directly or indirectly any stock of a foreign corpo- 
If successor to previously existing business, give ‘name| cation or of a persona) holding company, as defined io ae 
and address of the previous business organization -........ section 501 of the Internal Revenue Code? (Answet (4).. 
3 Nature of organization (partnership, syndicate, aay attach list showing name and address of each such cor ().. 
joint venture, etc.) .... Partnership........... poration and amount of stockholdings @).. 
4.. Was a return of income filed for preceding year? Yes If} 9. Was return of information on Forms 1096 and 1099, of ().. 
so, to which director's (formerly collector's) office was Form W-2a, filed for the calendar year 1952? - Total 
10. Did che partnership, during the taxable year, any 
5. Check whether this return was prepared on the cash (J or contracts or subcontracts subject to the Renegotiation exam 
accrual basis. Act of 19512 (Answer “yes” or. .........---- 
6. State whether inventories at the beginning and end of the answer is “Yes,” state che approximate aggregate + 
taxable year-were valued at (4) cost,.or (6) cost or gross dollar amount billed during the caxable 
market whichever is: lower year under al) such contracts and/or subcontracts. sore 
If any other basis is used, attach statement describing ORE Ae (See General Instruction K.) 


+ 


i 
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Schedule .—BALANCE SHEETS Page 4 
Beginning of year End of taxabee year 
Amount Tots ‘Ameuet Total 
Less: Reserve for bad debts ...... 136 ,850/ 00 357,780 |00 
00 Less: Reserve for depreciation... 135, 000/00 | 112,545 15 | 00 
7. Other assets. . 13,728) 00 26 
8. eames: $371,038 | 00 $518,565 
LIABILITIES 
9. Accounts payable..... $. 51,838, 00 $..79 475 | 00 
10. Notes and mortgages payable....... i 
.-43.,.730 
12. Other 200) 00 90 
00 13. Partners’ capital accounts: 
= ()..... Smith 
()..... Brown. 
| 297,000! 00 353, 560/00 
14. Total liabilities $371,038 00 $518,565 00 
— Schedule J.—RECONCILIATION OF PARTNERS’ CAPITAL ACCOUNTS 
@...|s: 0.566015). 005.4575.) 00 00's 408081. 
00 (b) ...|..75Q0000 | 66065) 00. 6575. 00 
@....|.. 00. |. 5597500. 6575.10 8470] 00) 3Q000 
...|.-26p0g00. 5685.00 6575.0) 3Q000 
Schedule K.—PARTNERS’ SHARES OF INCOME AND CREDITS. (See 1 for Schedule K) 
()....... Jonea..... Springfield, Illimois.... 00 70) 
(©... Brown... Springfield, |00 70} 06 
(...... White... Springfield, Illinojia. 56,015 |0 70/60 
; Continuation of Schedule K 
. @).... 1,700 |06 
6,500) .00 2,000) 00 | L 700 
6,500.00. 2,000/00) L ».700 a 
(e).. 
Totals. $ 26,000 00s 8,000] 00/5 $ 6,800 | 00/5 
. DECLARATION (See instruction D) 
ay I declare under the penalties of Peruey that this return Cincluding any accompanying schedules and statements) has been 
: examined by me, and to the best of my knowledge and belief is a true, correct, and complete return. 
ra person (other than partner or ‘member) (Date) (Signatus. _dartner or member) (Date) 
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Solution to Problem 2 


(a) (1) A,C,G,S, T. 
(2) F,G,S 
(3) B,D, H. 


( 
(b) (b) 


Solution to Problem 3 


Material 


Solution to Problem 1 (cont’d.) 


The Accounting Review 


Schedule J—Column 2 
Ordinary 
Net Income Smith Jones Brown White 
- 20,000.00 10,000.00 10,000.00 
$224, 140.00 
$209,580.00 52,395.00 52,395.00 52,395.00 52,395.00 
$66,015.00 $66,065.00 $55,975.00 $56,085.00 
Schedule J—Column 3 Capital Gains and Nontaxable Income 
Taxable long term capital gains.......... $ 26,000.00 $ 6, = 00 $ 6,500.00 $ 6,500.00 $ 6,500.00 
Interest on State of Illinois Bonds........ 300.00 5.00 75.00 75.00 75.00 
$ 26,300.00 $ 6,575.00 $ 6,575.00 $ 6,575.00 $ 6,575.0 
Schedule J—Column 5 Unallowable Deductions 
Difference in long term capital gains for tax 
purposes and that recorded on books.... $ 10,500.00 $ 2,625.00 $ 2,625.00 $ 2,625.00 $ 2,625.0 
16,990.00 4, 247.50 4,247.50 4,247.50 4,247.50 
Bad debt provision less allowable charge 
Provision for possible devaluation of the 
Provisions for contingencies.............. 25,000.00 6,250.00 6,250.00 6,250.00 6,250.00 
$ 73,880.00 $18,470.00 $18,470.00 $18,470.00 $18,470.00 


Cash+Net receivable+current liabilities 

Total accounts receivable+ Net charge salesX 365 
Cost of sales+average finished goods inventory 

Net profit before taxes+ Bond interest + Bond interest 
Net income~+ Preferred dividend 


Net income—Preferred dividend+No. of common shares outstanding 
Total capital—Liquidating value of preferred+No. of common shares outstanding 


Current assets + Current liabilities 


Costs of Main Product 


Materia! 
Additior 


Total ut 
Fixed 
Shrinka 


Tot 
Costs al 


Total m 


Materi: 
Additio 


Variab! 
Fixed | 
Shrink: 


abo an 
Deparim 
4.. 
Tote 
Total co 
Te 
Costs 
Less: I 
(4) None 
(5) None Toe 
(6) D 
(3) (a) 
4) (b) 
(5) (d) 
6) (c) 
(7) (e) 
(8) (a) Sales. 
8 
7 
Sales 
Sales 
Total 
( 


te 


ss 
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Labor and burden—processing costs 
Per 
Department Units Unit Amount 
Total costs of producing 80% main product—before credit for sale of 20% by-product W......... $29,748.00 
Additional Costs for Producing 20% By Product Clora-W 
Units Cost 
Total units to be processed at a processing cost @ $1.10 per Ib... ................200- 3,240 3,564.00 
Total manufacturing costs—8,640 main product and 1,944 Clora $36,944.00 
Computation of Additional Costs for Producing 30% By-Product Clora-W 
Units Cost 
processing costs @ $1: 10 per unit: 4,860 5,346.00 
Less: Department 4 variable costs for 1,080 units @ eee 486.00 29,262.00 
Total manufacturing costs—7,560 main product and 2,916 Clora-W...............ccccceeeeeees $38,510.00 


H & H Laboratories, Inc. 


Statements of Manufacturing Gross Profit at Various Operating Levels 
One Month Period 


(a) b-1 b-2 
By-product Clora-W 
W AT 20% 
AT 20% AT 30% 
Sales of Zoom: 
Sales of by-product Clora-W 
Less: Manufacturing costs (scheduled above).............seeeeceees 29,748.00 36,944.00 38,510.00 


cakes $ 9,132.00 $ 9,496.00 $ 8,200.00 


00 
5.00 
5.00 
-00 
5.00 
0 | 
ng 
00 


ASSOCIATION NOTES 


E. Burt AUSTIN 


CALIFORNIA 


Claremont’s Men’s College: 

GEoRGE Gr1BBs has recently been appointed a 
member of the State Board of Accountancy for a 
four-year term. 


COLORADO 


University of Colorado: 

HERMAN I. ARENSON was on leave during the 
1952 spring semester doing research under a 
faculty fellowship. 

Rosert S. WASLEY was the recipient of a 1952 
fellowship from the Foundation for Economic 
Education. 

LOUISIANA 
Loyola University: 

Witziam P. Carr read a paper, “Evaluation 
of Accounting Curriculum Subjects,’”’ before the 
spring meeting of the Southwestern Social Science 
Association in Dallas. 


Louisiana State University: 

Lioyp Morrison recently read a paper, ‘‘Ac- 
counting for the Fourth Dimension,” before the 
Southwestern Social Science Association in 
Dallas. MARVIN TUMMINS gave a paper before the 
same meeting, “Use of Probability Theory in 
Evaluating an Auditing Sample.” 


MASSACHUSETTS 


Massachusetts Institute of Technology: 


Joun A. BEcKETT has resigned from the staff 
and is now associated with McKinsey and Com- 
pany in San Francisco. 


MISSOURI 
St. Louis University: 
STEPHEN W. Vasquez, formerly of Loyola 


University of the South, has been named Dean 
of the School of Commerce and Finance. 


NEW YORK 


Long Island University: 

SAMUEL SPEYER and Paut D. FLEISCHER are 
on leave of absence. 

Rosert D. Sarrorp of Arthur Young & Com- 
pany lectured before the student members of the 
Accounting Society on “Opportunities for Ac- 
counting Graduates 


in Public Accounting.” 
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Freperick E. Horn of Arthur Young & Con. 
pany conducted a question and answer session 
following the lecture. 


OKLAHOMA 


Roy F. Goprrey, partner, Warner and God. 
frey, and member, Committee on Accounting 
Procedure, American Institute of Accountants, 
gave a talk in April before the Southwestem 
Social Science Association on “Recent Develop. 
ments in Revision of the Accounting Research 
Bulletins.” 

OHIO 
Ohio State University: 

The University was recently host to the 
Fifteenth Annual Institute on Accounting. 
Among the distinguished speakers heard were: 
J. A. Putturps, President of the American Insti- 
tute of Accountants; C. J. GHESQUIERE, Presi- 
dent, Institute of Internal Auditors; E. L. 
Grimes, President, the Controllers Institute of 
America; THomas LELAND, past-President of the 
American Accounting Association; JAMEs J. 
MAHON, JR., partner, Lybrand, Ross Brothers & 
Montgomery; and F. K. BRasTep, of the Na- 
tional Association of Manufacturers. The ban- 
quet speaker was CHARLES R. Hook, Chairman 
of the Board, Armco Steel Corporation. 


University of Cincinnati: 

PETER SARGENT won first prize in the recent 
manuscript writing contest, sponsored by the 
Cincinnati Chapter, NACA. SARGENT’s home is in 
Edgeware, England; he is one of fourteen British 
students attending the University under the 
Mutual Security Agency. 


Xavier University: 

CHARLES H. KerstIEn recently won first prize 
in the manuscript writing contest, sponsored by 
the Cincinnati Chapter, NACA. 


PENNSYLVANIA 
St. Vincent College: 


Reverent CoLEMAN LILLIG died on February 
10, 1953. He was Head of the Accounting Depart- 
ment, and Chairman of the Division of Business. 


SOUTH DAKOTA 
Yankton College: 
HANS JANSSEN is spending the summer as 4 


North T 
Tom 
College 
the Sou 
Dallas. 


visiting 

under t 

In 

Office 
REVI 

confi 

for si 


visiting professor at Focie University in Berlin, 
under the auspices of the Ford Foundation. 


TEXAS 


North Texas State College: 

Tom Rose gave a paper, ‘Self Evaluation by 
College Teachers,” before the recent meeting of 
the Southwestern Social Science Association in 


Dallas. 


Association Notes 
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Texas Technological College: 
Frep W. Norwoop and HAskett G. TAYLOR 
passed the CPA Examination in November. 


University of Texas: 

Gienn A. WELSCH recently gave a paper on, 
“Dynamic Budgeting,” before the Southwestern 
Social Science Association in Dallas. 


HAVE YOU MOVED WITHOUT NOTIFYING US OF YOUR ADDRESS? 


Mail us this form or a postal card. Postal authorities will not forward your copy of 
the ACCOUNTING REVIEW. Please help us to maintain correct and current mail 


records. 

IN ORDER THAT WE MAY MAKE THE CHANGE PROMPTLY, PLEASE 
SHOW: 

2) Status (check one): (a) Member; (b) Subscriber; (c) Associate (student) 
Member. 

3) Subscription Expiration date—if a Subscriber or Associate Member .......... 
4) Old mailing address 
5) New Mailing Address (show postal zone number) .........-++++eeeeeees 


6) If a Member, your new school or firm affiliation, and your new rank or position 


Unless Your Change of Address Notice Reaches Us One Month Before an Issue Is 
Mailed, We Cannot Promise to Replace Undelivered Copies. 


AMERICAN ACCOUNTING ASSOCIATION 


College of Commerce and Business Administration 
University of Illinois—Urbana, lilinois 
(Cut this out, fill in the information, mail it to us.) 


Correction 


In the review of Charles S. Rockey’s Accountant's 
Office Manual, in the January, 1953, ACCOUNTING 
REVIEW, it was incorrectly stated that “Mr. Rockey’s 
confirmation request forms in most instances provide 
for signature by the auditor” in contrast to the usual 


method of sending such forms over clients’ signatures. 
Mr. Rockey’s forms do follow the usual procedure. The 
error arose from an unintended misreading of the repro- 
duced forms in the book for which we extend our apolo- 
gies to Mr. Rockey. 
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BOOK REVIEWS 


ARTHUR M. CANNON Editor 
Accounting and Auditing 


A Dictionary for Accountants. Eric L. Kohler. (New 
York: Prentice-Hall, Inc., 1952. Pp. x, 453. $7.50.) 


This dictionary is an astounding piece of work. Any 
one who has had the experience of attempting to formu- 
late even one precise, concise, and yet comprehensive 
definition knows how exacting a task it is. But defini- 
tions of 2275 terms! 

One may wonder where Mr. Kohler could find so 
many terms peculiar to accounting. Actually, the scope 
of the dictionary is not so limited. The scope is well in- 
dicated by the following quotation from the preface: 


“Of the 2275 terms nearly half may be regarded 
as belonging at least in the first instance to other 
fields. Many of these terms are now primarily asso- 
ciated with accounting; others, still employed out- 
side the accounting domain, have had their meanings 
rounded out or modified as the result of exposure to 
the accounting discipline. A not-too-precise classifi- 
cation by source fields has yielded the following dis- 
tribution: Basic English, 132; basic accounting, 328; 
developed accounting, 835; law, 242; finance, 206; 
commerce, 86; government, 84; statistics, 80; mathe- 
matics, 58; insurance, 57; price, 56; taxation, 46; eco- 
nomics, 34; statistical quality control, 31.” 


The scope of the dictionary can also be indicated by 
a list of terms defined; those under ““M,” for instance: 
machine-hour rate; machine tool; maintenance; main- 
tenance reserve; majority-owned subsidiary; make- 
ready time; malfeasance; management; management- 
investment company; manual of accounting; manual 
rate; manufacturing cost; manufacturing expense; man- 
ufacturing statement; margin; marginal balance; mar- 
ginal cost; marginal] costing; marginal income; marginal 
income ratio; margin of safety; markdown; markdown 
cancellation; market; marketing cost; market price (or 
valve); markon; markup; markup cancellation; mar- 
shal; Marshall Plan; Massachusetts trust; master budg- 
et; master contro] account; matching; material; ma- 
terial control; material in process; materiality; materials 
and services; matured liability; maturing liability; ma- 
turity; maturity basis; maximize profit; mean; meaning; 
measurement; median; merchandise; merchandise ac- 
count; merchandise inventory; merchant; merger; mill- 
net price; minority interest; miscellaneous asset; mis- 
cellaneous expenses; miscellaneous revenues; mis- 
feasance; misleading; missed discount; mixed account; 
mixed reserve; mixed surplus; mix variance; mnemonic 
system; mode; model; money; money equivalent; 
money’s worth; money wages; mortality; mortality 
curve; mortality table; mortgage; mortgage bond; mort- 
gagee; mortgagor; moving average; multiphase sampling; 
multiple-product pricing; multiple sampling; multistage 
sampling; municipal corporation; mutual corporation. 

Another way of indicating the scope of the dictionary 


as well as the conciseness and preciseness of many of the 
definitions, is to give a few samples: 


‘charm price: a price the cents portion of which is 
somewhat less than a dollar, or terminates with a 
9 or other ‘eyecatcher’ and which is regarded as 
having ‘customer appeal’; e.g., $4.95, $3.98, $1.79: 
a term employed in retail stores and mail-order 


houses.” 

“dilution: relative loss or weakening of equity posi- 
tion.” 

“imaginary number: a number of which «/—1 isa 
factor.” 


“kurtosis: (statistics) the degree of peakedness or 
concentration about the central value exhibited by 
a statistical distribution.” 

“subrogation: the substitution of one creditor for an- 
other, as where an insurer, following the settlement 
of a loss, acquires part or all of the insured’s right 
of indemnification from third parties.” 

“stub-survivor curve: (statistics) a survivor-life curve 
which is not extrapolated to zero survivors, gen- 
erally because of lack of sufficient information with 
which to validate the extrapolation.” 

“unsecured liability: a liability for which the creditor 
holds no security.” 


With respect to the scope of the dictionary, it should 
be observed that Mr. Kohler calls it A Dictionary for Ac- 
countants—not “A Dictionary of Accounting Terms.” 
The latter title would be inappropriate for a dictionary 
so largely devoted to the definition of terms drawn from 
“source fields” with which accountants, perhaps unfor- 
tunately, are rather generally unfamiliar. The chosen 
title finds its appropriateness in the implication that ac- 
countants might be benefited if their working vocabu- 
lary included such terms as abscissa, backwardation, 
chart of attributes, double sampling, extrapolation, re- 
gressive tax, secular trend, upset price, and zone system 
of pricing. 

Although only concise definitions have been quoted 
in this review, many are more lengthy, and some border 
on the encyclopedic; witness the approximate number of 
double-column pages devoted to: administered price, 1; 
arithmetic mean, 2; assessed value, 2; balance sheet, 4; 
coefficient, 2; contro] chart, 7; correlation table, 4; de- 
preciation-depreciation method, 10; fixed asset, 7; loga- 
rithm, 5; overhead, 9; random numbers, 4; standard 
cost, 11. One might raise the question: To what extent 
should a dictionary take on the characteristics of a text- 
book? And the answer might be: To the extent the au- 
thor thinks needful to make the volume a helpful refer- 
ence book. 

A reviewer is prone to feel that he does not do him- 
self justice unless he points his finger at the author's 
foibles and failings. This propensity is given leash when 
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Book Reviews 


the author says in his preface: ‘This edition is a tenta- 
tive one... . The book will be rightly criticized for its 
shortcomings as well as for its sins of commission. The 
author invites... But a reviewer of this dictionary 
will have to search diligently to find much use for his 
finger. When it is remembered that precision of expres- 
sion is a requisite of lexicography, it is little short of 
astonishing to find so few, so infinitesimally few, lapses 
such as: “Minority stockholders and their shares of the 
surplus account on the consolidated balance sheet are 
usually regarded as liabilities rather than as net worth.” 
(Stockholders are neither liabilities nor net worth.) And 
when it is recognized that an ex parte pronouncement 
relative to a controversial matter is of doubtful propri- 
ety in a dictionary, one may look a little askance at such 
assertions as ‘‘Under standard procedures in the prepa- 
ration of consolidated statements, intercompany profits 
are eliminated in their entirety regardless of minority 
holdings... 

This dictionary is a scholarly piece of work. But with 
so many terms related primarily to such fields as mathe- 
matics and statistics defined with highly technical] words 
and symbols, it is doubtful whether the publishers emu- 
lated the author in precision when they used the words 
italicized by this reviewer in the following quotation 
from the jacket statement: ‘The first and only diction- 
ary of accounting terms—their specialized meanings care- 
fully defined and analyzed in everyday language. 

H. A. FINNEY 

Chicago 


Accounting and the Law—Cases and Materials. James L. 
Dohr, George C. Thompson, and William C. Warren. 
(St. Paul: West Publishing Co., 1952. Pp. xxxvi, 965. 
$10.00.) 


Of the many books on “legal accounting’’ now avail- 
able, this one by a group at Columbia University is 
clearly the best balanced and the most satisfactory. It is 
intended for use in the first term of the second year of 
legal training, concurrently with or prior to the legal 
courses in business associations, trusts and estates, pub- 
lic utilities, trade regulations and federal income taxa- 
tion. It should also prove useful in advanced account- 
ing courses. 

The authors have set their sights high. ‘“These mate- 
rials,” they tell us, ‘‘are designed to develop in the law 
student an ability to communicate with accountants 
and businessmen with whom he will come into contact 
in his practice of the law; to develop his ability to ana- 
lyze financia] statements presented to him in connection 
with his practice of the law; to make him aware of the 
limitations of the art of accounting; to provide him with 
a background in accounting to enable him to do intelli- 
gent research in legal problems requiring intensive ac- 
counting analysis; and to enable him to understand the 
use of accounting data by government, by investors and 
creditors in determining the employment of their capital 
and by management in business administration. Through 
this technique the law student should develop sufficient 
accounting skills and acquire a skeptical approach to 
financial statements. The editors do not expect law stu- 
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dents to develop into accountants through the use of 
these materials.” 

The materials included are based upon the co-or- 
dinated efforts of the Law School and the Graduate 
School of Business Administration at Columbia Univer- 
sity, and are intended to stand by themselves; they are 
not offered as collateral material to one of the standard 
accounting texts. A separate set of problems is available 
for use during the first part of the course. 

The materials included are organized around ac- 
counting concepts, to which the legal aspects and prob- 
lems are then related. Extensive treatment (five chap- 
ters) is given to an introduction to the “‘art of account- 
ing.’”’ Double-entry bookkeeping is covered in a group of 
seven chapters; these are followed by sixteen chapters 
on the form and content of financial statements. Single 
chapters are devoted to the relationship between ac- 
countants and lawyers, the analysis and interpretation 
of financial statements, accounting problems in drafting 
legal instruments, the role of auditing and the auditor’s 
certificate, the role of cost accounting in the law, and 
accounting and the law of evidence. In addition to a 
lengthy index, the volume includes five “tables” listing 
the legal cases cited, the accounting “authorities” 
quoted, the administrative and statutory provisions re- 
ferred to, the articles qucted from accounting and legal 
periodicals, and the companies whose financial state- 
ments are reproduced in whole or in part. Extensive ref- 
erences are also included in the footnotes, but, as the 
authors point out, “no attempt has been made to col- 
lect exhaustive citations of text or court decisions.” 

The substantive accounting materials are concen- 
trated into the sixteen chapters on the form and content 
of financial statements. An integrated procedure is em- 
ployed in order to sharpen the student’s appreciation of 
the interrelationship of the major accounting problems 
and statements, and the manner in which one phase of 
the accounting project articulates with another. For ex- 
ample, one chapter is entitled “inventories and cost of 
goods sold”; another, “receivables and revenues.” In 
this fashion, the balance sheet and income statement 
are presented, as they should be, as two phases of the 
same central problem. As a consequence the student is 
not likely to draw the mischievous conclusion that, in a 
double-entry system, income can be calculated inde- 
pendently of financial position. 

The book gives every indication of careful planning 
and intelligent selection of materials and points of em- 
phasis. It is well written, and constitutes a welcome ad- 
dition to the field. 

Mavrice Moonitz 
Associate Professor of Accounting 
University of California, Berkeley 


Studies in Costing. David Solomons. (London: Sweet 
and Maxwell. Canada and the United States: The 
Carswell Company Ltd., Toronto, Ontario, 1952. Pp. 
ix, 640. $5.95.) 


Studies in Costing is a collection of 26 articles and 
speeches in the field of industrial accounting during the 
last twenty years. Solomons, a member of the account- 
ing staff of the University of London, edited the collec- 
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tion on behalf of the Association of University Teachers 
of Accounting, a British organization. 

The collection is intended for three groups: (1) stu- 
dents of accounting and business administration, (2) 
students of economics, and (3) accountants, industrial 
engineers, and business men. The primary reasons for 
the collection, Solomons says, are the facts that many of 
the available cost books are unsatisfying fare intellec- 
tually, that economic students do not often read the 
journals in which these articles appeared, and that a 
cross-fertilization of different viewpoints may shed some 
light on problems. 

Some of the better known English writers whose ar- 
ticles are included are R. S. Edwards, R. H. Coase, 
L. W. Robson, and Solomons. Some of the American 
writers included are Joel Dean, W. J. Vatter, Walton 
Hamilton, E. L. Grant, I. Wayne Keller, Theodore 
Lang, and the Committee on Research of the N.A.C.A. 
Brief biographical notes describe the background and 
writings of each contributor. The articles are taken from 
Tue AccounTInc Review, N.A.C.A. Bulletin, The Ac- 
countant, American Economic Review, The Australian 
Accountant, The Practising Accountant and Secretary, 
Law and Contemporary Problems, and several unpub- 
lished addresses delivered in England. 

There is minimum emphasis on cost accumulation. 
Stress is placed on the need for certain kinds of informa- 
tion for making business decisions, techniques for ob- 
taining such information, and the appropriate action— 
chiefly the adjustment of price and volume—to be taken. 

Several of the English writers question the value of 
collection of cost information as such. Edwards states 
the case succinctly in one of the three of his articles that 
is included, “‘The Rationale of Cost Accounting’’ (1937) 
as follows: 


“Tt is not always easy to find out whether the col- 
lection of certain figures will pay. There is a wide 
range of cost data which might lead to small changes 
in policy, but the influence of which is of doubtful 
importance. There is another range of costing infor- 
mation in the nature of laboratory work which must 
be regarded as a long run investment. In general, 
then, our method of attack will have to be: first, to 
decide what information we should regard as neces- 
sary, if its collection were costless, and secondly, to 
consider whether this information is of sufficient im- 
portance to warrant the expense of its collection.” 


Edwards believes that industrial accountants should 
emphasize marginal cost and not average cost. He 
squarely faces the fact that statistical examination of 
costs can not be fitted into the framework of double 
entry bookkeeping. Most of the cost accountant’s data 
will be presented in statistical statements that are not 
based on a “tied-in” double entry system. Some infor- 
mation may be more advantageously collected continu- 
ously as part of the accounting routine, but the fre- 
quency of use and need for quick collection should be 
considered in assessing the merits of continuous versus 
periodic collection and analysis. 

Consider another example of how information for 
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business decisions differs from that collected as part of 
the accounting routine. Baxter concludes that attention 
should be focused on “prime cost”’ (defined as material, 
labor, and direct charges) and that overhead allocation 
between departments should be ignored when calculat. 
ing the cost of a job. Departmental accounts should 
show only those incomes and expenses that can be 
traced simply and directly to the department. Thereig 
a strong case for not allocating costs to departments if 
an arbitrary basis must be used. The acid test whether 
allocation is warranted, Baxter says, is will the business 
be able to avoid the particular outlay if the department 
that is charged is closed down. 

The N.A.C.A. Bulletin, “Assignment of Non-Manu. 
facturing Costs for Managerial Decisions,”’ was selected 
for its treatment of selling costs. In places it describes 
practices that are undesirable (for example, the arbi- 
trary allocation of costs for lack of an objective basis) 
without determining the value, according to Baxter's 
standard mentioned above, of such allocation. How- 
ever, progress was reported toward the bulletin’s objec. 
tive—the development and uses of cost information as 
a basis for business decisions—but, in the main, atten- 
tion was directed to cost accounting techniques and not 
cost analysis for decision-making purposes. 

Dean’s article on “Methods and Potentialities of 
Break-Even Analysis” from The Australian Accountant 
examines the common forms of break-even analysis and 
considers the problems involved in making break-even 
charts more useful to management. His purposes are to 
promote more refined methods of analysis and to de 
velop a more sophisticated interpretation. Dean realizes 
that break-even analysis has its limitations and is only 
one tool of modern management. 

R. A. Gordon in “Short-Period Price Determination 
in Theory and Practice” takes an opposite point of 
view from those who believe that marginal analysis pro- 
vides a satisfactory explanation of price determination 
in practice. Deriving maximum profits through marginal 
adjustments of price and volume may not be most im 
portant for the business man. The use of short-cut 
guides to business policy, the rapidity of change, the 
existence of uncertainty, and the desire for an impreg- 
nable financial position may cause the business man to 
seek a satisfactory level of profits (not maximum) and 
to use average total costs rather than marginal cost asa 
guide for pricing. 

Joint product costs are covered remarkably well by 
Edward’s article “Cost Accounting and Joint Produc- 
tion.”” Measurement of the real cost of depreciation dur- 
ing the short period is dealt with realistically by Grant's 
article “Fundamental Aspects of the Depreciation 
Problem.” 

Budgetary control is covered by both a theoretical 
and practical article. For the first, Solomons rescued 
Edwards’ “Approach to Budgetary Control” from a de 
funct and almost vanished journal. For the second, he 
selected Sir Charles Renold’s realistic and detailed ac 
count of the budgetary control of his company. 

Four aspects of the problem of costing for the gov- 
ernment are covered: pricing goods purchased by the 


| govern 
govern 
and 
articles 
Marsh 
The 
of too 
tion. I 
Costing 
cost 
mons’ 
tude is 
what” 
of acco 
rected 
Thi 
useful 
unive 
count 
Un 
Intern 
Ca 
Hal 
The 
nal co 
and de 
While 
busine 
theless 
presset 
The 
necess 
trol. St 
is the j 
“the 
of con 
The 
organi 
relate 
tials it 
requir 
simple 
thorit 
busine 
out so 
organi 
trol is 
cle we 
worka 
ties it 
In 
charac 
chapt 
meas 
chapt 
in whi 
is con 
book 


part of 
tention 
aterial, 
cation 
Iculat. 
should 
an be 
here ig 
ents if 
hether 
Isiness 
‘tment 


Manu- 
lected 
scribes 
 arbi- 
basis) 
axter’s 
Hovw- 
objec- 
ion as 
atten- 
nd not 


jes of 
untani 
is and 
are to 
to de 
~alizes 
only 


ration 
int of 
is pro- 
nation 
rginal 
st im- 
rt-cut 
e, the 
apres: 
1an to 
1) and 
st asa 


ell by 
roduc- 
n dur- 
rant’s 
‘iation 


retical 
scued 
1a de 
nd, he 
ed ac 


e gov- 
the 


ent, pricing goods sold to the public, cost of 
yernmental activities themselves, and finally price 
and output decisions for nationalized industries. The 
articles are by S. J. Pears, Walton Hamilton, A. H. 
Marshall, and A. M. Groot. 

The numerous problems dealt with bear the stamps 
of too many personalities to permit short summariza- 
tion, It would be fair, I think, to say that Studies in 
Costing goes far beyond the “how” approach of most 
cost accounting texts used in America (and, by Solo- 
mons’ implication, also in England). The “why’’ atti- 
tude is uppermost. Frequently the articles reach the “so 
what” state of mind which is highly desirable in an area 
of accounting where a substantia] amount of work is di- 
rected toward record keeping per se. 

This collection of articles would, I believe, serve a 
useful purpose for a course in cost accounting in many 
universities where the interest is in educating cost ac- 
countants rather than in training cost clerks. 

RosBert H. GREGORY 
Assoc. Professor of Accounting and Finance 
University of Buffalo 


Internal Control Against Fraud and Waste. Bradford 
Cadmus and A. J. E. Child. (New York: Prentice- 
Hall Inc., 1953. Pp. xii, 318. $4.25.) 


The development and description of protective inter- 
nal controls are here treated in the same straightforward 
and definite manner as that in which the book is titled. 
While it is unlikely that any work on the conduct of 
business can be undisturbed by contrary views, never- 
theless, this reviewer believes that the principles ex- 
pressed in this book will be given general acceptance. 

The book opens with an introductory chapter on the 
necessity for and the general features of internal con- 
trol. Stressed as an essential part of the control structure 
is the internal audit, which has as its principal function 
“the measurement and appraisal of the other elements 
of control.” 

The authors emphasize that “the development of 
organization and the delegation of responsibility and 
related authority are, without question, the prime essen- 
tials in control.” Later they say, “One organizational 
requirement for adequate control is the comparatively 
simple one that no individual shall have complete au- 
thority and responsibility for handling all phases of any 
business transaction from beginning to conclusion with- 
out some check or balance from some other part of the 
organization.”’ Readers are reminded that internal con- 
trol is just a productive tool of business. It is not a mira- 
cle worker nor a substitute for judgment; and to be 
workable it must be accepted by employees whose du- 
ties it affects. 

In order to cover the risks of loss by fraud and waste 
characteristic of different types of business, twelve 
chapters describe the application of protective control 
measures to a variety of situations. The arrangement of 
chapters follows the functional or departmental lines 
in which the average business is organized. Each chapter 
is concluded with a neat summary of its content. The 
book is illustrated by case histories appropriately lo- 
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cated at the end of each chapter and applicable to that 
which has been immediately discussed. These case his- 
tories are true occurrences and have been collected from 
businesses of diversified types. 

On occasion throughout this work, facts familiar to 
all concerned with accounting and auditing are referred 
to and elaborated upon by illustration. For instance, 
when discussing controls opposite the “Disbursement of 
Cash,” the authors state as follows: ‘“Whereas frauds in 
reporting and recording of cash receipts are common, 
they are far exceeded in number and amounts involved 
by those frauds in which a company pays out more than 
it should.” It would be difficult to write about disburse- 
ments without reminding readers of this fact. 

Many new thoughts are also introduced. In the chap- 
ter dealing with “Control of Payrolls,” the use of the 
employees’ annua] earnings report as an internal audit 
instrument for a check against payroll padding is given 
mention. If not an original thought, it is one not gener- 
ally considered. 

The final two chapters of this seventeen chapter book 
constitute a climax and conclusion. The book is climaxed 
in the chapter titled “Discovery and Dealing with 
Fraud and Defaulters” and here the reader has the satis- 
faction of withdrawing from the impersonal business 
world, and, for a space, participating in the drama of a 
detective story. 

The procedure for conducting a fraud investigation is 
handled in considerable detail and every tactic that is 
necessary is outlined in program form. The chapter is 
wound up with a description of the proper manner in 
dealing with a defaulter and observing the legal aspects 
in taking confessions and statements. Chapter 17—“In 
Conclusion”—carries an ever timely reminder—“Al- 
ways to be remembered are the facts that fraud is oc- 
casional and waste is continual.” 

The tract reflects a considerable knowledge of the 
subject supported by very careful preparation. The joint 
authors, Bradford Cadmus and Arthur J. E. Child, are 
prominently active in the field and are particularly well 
qualified to deal with the subject. 

Mr. Cadmus, one time Assistant Comptroller for 
Standard Brands Incorporated, was in charge of internal 
auditing and procedures; he presently holds the position 
of Managing Director, Institute of Internal Auditors, in 
New York City. Mr. Child, a Canadian, is Vice Presi- 
dent and Secretary-Treasurer of Canada Packers Lim- 
ited and a past president of the Institute. A review com- 
mittee composed of prominent business men in diver- 
sified business operations reviewed the work. 

The volume is attractively bound, with easy-to-read 
open type on sturdy medium weight mat surface paper. 
A Table of Contents at the beginning and Index at the 
end of the book make for ready reference. 

In both content and appearance “Internal Control 
Against Fraud and Waste” is worthy of a place in the 
library of an accounting office or a school of account- 
ancy. 

W. R. R. BRADLEY 

Disbursement Auditor 
British Columbia Electric Railway Company, Limited 
Vancouver, B. C. 
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An Outline of Elementary Accounting. Third Edition. 
Royal D. M. Bauer and Paul H. Darby. (New York: 
Barnes & Noble, Inc., 1952. Pp. xiii, 221. $1.25.) 


Accounting Problems With Answers. Joseph C. Scha- 
backer and Paul K. Schroeder. (New York: Barnes & 
Noble, Inc., 1952. Pp. xii, 212. $1.50.) 


The first book above listed is a revision of the ele- 
mentary accounting volume in the College Outline Series 
of abridged texts familiar to college students the coun- 
try over. 

In the preface the authors state that “the purpose of 
this outline is to present to the reader the principles 
underlying modern accounting procedures in a brief, yet 
reasonably comprehensive manner.’”’ Among others, the 
book is designed to meet the needs of “students who 
want a preliminary survey of specific materials, a con- 
stant aid to study, and a review of accounting previ- 
ously studied.” The question arises as to whether the 
brevity which characterizes the book is achieved at the 
expense of clarity of presentation. 

The book is divided into 16 chapters with the book- 
keeping-accounting cycle covered in the first 9 chapters 
encompassing a total of 103 pages. The remaining 7 
chapters are devoted to a discussion of such topics as 
accounting for various types of proprietorship, bonds- 
funds-reserves, industrial accounting, branch and sub- 
sidiary accounting, an advanced discussion of accounts, 
and lastly a chapter on accounting and management. 

In presenting the cycle the authors use the standard 
balance sheet approach, starting with definitions of the 
more important terms used in accounting and then pro- 
ceeding to a description of the Balance Sheet and In- 
come Statement. Unfortunately they have not chosen 
to illustrate either statement except for a pro-forma ex- 
hibit in Appendix A. The basic bookkeeping procedures 
are given concise treatment but the student must be 
prepared to accept rules and definitions without any dis- 
cussion of the logic from which they stem. 

The difficulty of attaining the objective of brevity 
commensurate with comprehensive treatment can be 
demonstrated by surveying the chapter on adjusting 
and closing entries and the worksheet. The chapter be- 
gins with one and a half pages of comparison of accrual 
with cash accounting followed by a one-page classifica- 
tion of the various types of accrued and deferred items 
as well as the common types of adjustments. Exposition 
is delayed until the end of the chapter, the authors first 
turning to a discussion of the worksheet. The pedagogi- 
cal technique used here is to present the convention: 1 
ten column worksheet in skeleton form (without dem- 
onstration) followed by an explanation of the tech- 
niques through a descriptive presentation of the appro- 
priate steps. But what are the usual problems facing 
students in this area? We know they have difficulty in 
extending items from the trial balance and adjustment 
columns to the income statement and balance sheet 
column; the technique of entering the closing inventory 
is usually troublesome; and finishing off the work sheet 
by “plugging in” the profit is sometimes hard to under- 
stand. In the Outline none of these problems is ex- 
plained, so it is doubtful whether the reader will find 
much help here if his difficulties lie in this area. Still in 
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this chapter, there follows a two page explanation of 
closing entries, balancing and ruling of accounts and the 
post closing trial balance (all without the benefit of jj. 
lustration) and then we come to two paragraphs on re. 
versing entries. Once again the lack of clarity can be 
illustrated by quoting the authors’ presentation of the 
topic: 

“After the ledger has been closed, the balances of 
the accounts representing accrued and deferred items, 
which consist of accrued expenses, deferred 
to expense, accrued income and deferred credits to 
income, remain on the books as assets and liabilities, 
A customary procedure is to transfer them to the re. 
spective income and expense accounts to which they 
relate and from which they came. The transferring 
entries, ordinarily termed reversing . . . entries, are 
made in the general journal. They are usually en 
tered before the ordinary business transactions of the 
new fiscal period... .” 


The difficulties of compression with comprehension 
extend to almost every topic. To note a few further ex 
amples, bank reconciliations are explained in one short 
paragraph; the preparation of the voucher is discussed 
without mentioning the most important documents 
which support it; the admission of a new partner, where 
goodwill extends to the old partners, is dismissed by 
glibly stating that the goodwill “is recorded by debiting 
Goodwill account and crediting capital accounts of the 
old partners.”’ (Similar concise treatment is given to 
four other variations of goodwill and bonus situations.) 

The following definition, now outmoded, is quoted 
from the chapter on accounts and the ledger: “Personal 
and Impersonal Accounts. A distinction may be made 
between personal and impersonal accounts, personal re- 
ferring to accounts with persons and impersonal indicat- 
ing all other accounts.” 

In general it is quite doubtful whether such a volume 
will be helpful to the student who turns to the Outline 
because both his own textbook and his instructor have 
confused him on a certain point or topic. However, the 
student will find in the Outline a comprehensive refer- 
ence table to standard texts organized by topic and fol 
lowing each chapter he will find an additional bibliogra- 
phy to which he can turn for additional help. 

Accounting Problems with Answers consists of 118 
examination questions with accompanying answers di- 
vided into 16 chapters. In addition there are four final 
examinations with solutions on which the student can 
test his knowledge. The questions appear to be well 
chosen both from the point of view of types of questions 
and range of difficulty. An interesting feature of the 
book is a suggested time required for the solution of each 
question including the four comprehensive examina- 
tions. A well organized reference table to standard text- 
books arranged by topics appears as part of the intro- 
duction. This book should be quite helpful to those stu- 
dents who desire to test their knowledge in any given 
area by working examination problems with solutions 
against which to check their work. 

Morton F. Moss 
Associate in Accounting 
University of California, Berkeley 
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The New General Ledger. Oscar Mautner and Joseph A. 
Mauriello. (New York : Industrial Methods Corpora- 
tion, 1951. Pp. x, 177. $3.50.) 


This small book of only 177 pages, copyrighted in 
1951, is a worthwhile addition to the literature of ac- 
counting practice. It deals with a subject that has been 
slighted in other books. While it is not quite true, as the 
authors intimate at the end of the first chapter, that 
“go new design of the general ledger has heretofore been 
available,” this is to my knowledge the first attempt on 
the part of any writer to develop a complete discussion 
of the general ledger functions. 

In the early writing on bookkeeping, which was the 
first phase of accounting study, the ledger was some- 
times referred to as the “master book of accounts.” This 
concept of supreme usefulness of the general ledger is 
again presented by these authors. The “frontispiece” of 
the book is well worth careful examination. It is the first 
illustration of the specially designed ledger sheet pro- 
posed to replace the old two column form commonly 


The old ledger is weak, like the original two column 
journal, in that: 


(a) Unlike entries are buried in single debit and 
credit money columns; 

(b) Transaction types and relationships between ac- 
counts are completely concealed; and 

(c) Tie-in and proof of accounts are lacking and con- 
trol is loose, since it is based on an equality of 
debits and credits in total and not by individual 
accounts. 


These points are discussed in detail in Chapter One, 
entitled “Shortcomings of Present General Ledger’’ of 
ten pages, and in Chapter Two, entitled ““The New 
General Ledger” of thirteen pages. It might be said, I 
presume, that these two chapters present the theory 
underlying the new method. 

The remaining eight chapters of the book fall in 
three sections as follows: 


Operation of the New Method: 
Chapter 3—The Mechanics of the New General 
Ledger. 
Chapter 4—The Analytical Trial Balance. 


Applications of the New Ledger: 

Chapter 5—Proper Emphasis in Auditing. 

Chapter 6—The New Auditing Pattern Estab- 
lished by the New General Ledger and Ana- 
lytical Trial Balance. 

Chapter 7—The New General Ledger, as an Aid to 
Profitable Management. 

Chapter 8—Procedures in Preparing Managerial 
Statements from the Trial Balance. 

Chapter 9—Practical Illustrations of New General 
Ledger Account Analysis. 


Summary of Views as to Adoption: 


Chapter 10—Practical Considerations in Adopting 
the New General Ledger. 
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The essential feature of the method is well given by 
the authors on page 40, as a part of Chapter 3, where 
they compare the new ledger posting process with the 
posting to the old type of ledger. After stating that the 
third step in all double-entry bookkeeping is “a posting 
of each debit and credit to the respective ledger ac- 
counts designated by the journal entry,” they then ex- 
plain the new methods in the following manner. 

“He (the bookkeeper) is then required to show, in 
addition to the debit and credit postings, the related 
complementaries involved. The result is that in posting 
to the credit complementary column or columns on the 
debit side of the ledger, the bookkeeper records simul- 
taneously (a) the total debit to the account, and (b) the 
credit complementary elements of which the total debit 
is composed. Likewise, in posting to the debit comple- 
mentary column or columns on the credit side of the 
ledger, the bookkeeper records simultaneously (a) the 
total credit to the account, and (b) the debit comple- 
mentary elements of which the total credit is composed. 
As a result, both the analysis and the proof of each 
ledger account is immediately effected.” 

Thus the new general ledger gives a full breakdown 
of every account. 

The authors have perhaps failed to recognize some of 
the complications that will arise in the actual operation 
of the system. 

First—The method limits the number of primary ac- 
counts that can be properly placed in the general ledger, 
if there are to be ample analytical columns on each side 
of the ledger sheet to take care of all complementary 
elements. This is a task of very careful account classifi- 
cation, and great care in making the exact journal entry 
to fit into the limited set of accounts. 

Second—In the operation of the system, it would 
seem to me impossible to always find every month’s 
postings such that they will require only one horizontal 
line on the ledger. Sundry items to be posted will always 
tend to make the system of operation somewhat com- 
plicated, it seems to me. 

The book is well written, the statements of how the 
method works are clear, and the entire presentation is 
well illustrated with forms and case materials. In- 
structors in accounting could well use the book asa 
text at various points throughout the accounting cur- 
riculum. It certainly has a place in a systems course, as 
it has many features that will lead to a better under- 
standing of account classification and the principle of 

equality of the ledger with the various journals. It 
could be used in connection with auditing, as a basis of 
analysis and understanding of internal control, a vital 
part of every auditing procedures course. 

The authors state that they have made extended 
experiments with the proposed ledger form in actual 
accounting practice. I am inclined to think that many 
public accountants will find the suggestions well worth- 
while in system engagements. 


Witu1am R. Tompson 
Certified Public Accountant 


Duluth, Minnesota 
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Visual Aids for Teaching Accounting 


Text-Film Filmstrips on Accounting. (New York: Mc- 
Graw-Hill Book Company, Inc., 1949. Eleven sep- 
arate filmstrips ranging between 32 and 60 frames 
each. Set $50.00. Individual filmstrips $5.00.) 


Beva Filmstrips on Accounting. (New York: Business 
Education Visual Aids, Inc., 1946 to 1950. Eleven 
separate filmstrips ranging between 45 and 106 
frames each. $5.00 to $7.50 per filmstrip.) 


VuGraph Bookkeeping Visual Aid Kit. (Produced and 
distributed by Charles Beseler Company, New 
Jersey in collaboration with South-Western Pub- 
lishing Company, Cincinnati, Ohio, 1952. Kit con- 
tains twelve separate packets of transparencies and 
eight single transparencies. $29.95.) 


These three sets of projective visual aids for use in 
bookkeeping and elementary accounting courses repre- 
sent pioneering forerunners of a form of accounting 
publication certain to achieve greater prominence, 
receptivity, and classroom use in the years ahead. 

The usefulness of projective visual aids to accounting 
instruction has been well established. Instructional 
methods utilized by the armed forces during the recent 
war manifested beyond reasonable doubt the efficacy 
and time-saving advantages of audio-visual aids in the 
teaching process. The success enjoyed by the occa- 
sional accounting instructors currently making use of 
projective visual aids attests further to their general 
desirability. In such a review as this therefore, the main 
question to be resolved is that of the adequacy and 
propriety of the available visual aids for their intended 
purposes. 

The Beva Filmstrips on Accounting and the VuGraph 
transparencies appear in general more suitable for use 
in bookkeeping classes at the high school level. It is 
most likely that they were produced primarily with this 
market in mind, because of the substantial attention 
given by educators to the use of audio-visual aids for 
teaching purposes upon the secondary school level. The 
VuGraph transparency packets were designed, as a 
matter of fact, to correlate with 20th Century Book- 
keeping and Accounting by Carlson, Forkner, and 
Prickett, though intended to be used as well with any 
standard textbook in bookkeeping and accounting. 

Of the three, only the McGraw-Hill series of Film- 
strips on Accounting appears to be quite satisfactory 
for use in elementary accounting classes on the col- 
legiate or university level. This series was planned to 
correlate with the text Accounting Fundamentals by 
McFarland and Ayars. In general, a sound, qualitative 
approach to accounting principles has been maintained 
throughout. Perhaps surprisingly, the content is quite 
well removed from direct tie-in with the Accounting 
Fundamentals text. 

The eleven filmstrips constituting the series are titled 
as follows: 


Frames 
1. What Is Accounting 38 
2. Books of Original Entry 60 


Frames 
3. Adjusting the Books—Part I 54 
4. Adjusting the Books—Part II 52 
5. Closing the Books 32 
6. The Work Sheet 40 
7. Readjusting Entries 32 
8. The Accounting Cycle 40 
9. General and Subsidiary Ledgers 45 
10. Columnar Journals 0 
11. Analysis and Interpretation of Financial 
Statements 54 


As may be gathered from a reading of the above 
titles, the coverage is comprehensive and balanced, 
Could these basics of the accounting problem be pre. 
sented succinctlyand graphically by means of visual aids, 
little doubt would exist as to the value of such methods 
in the classroom. Happily, it may be reported that the 
producers of this filmstrip series have combined a 
sound accounting approach, the versatility of varied 
and effective modes of expression, clarity of develop- 
ment, imagination, and good visual aid technique. 

These filmstrips should prove most useful and ef- 
fective as a supplement to normal classroom lecture and 
discussion methods, regardless of the accounting text 
utilized. The series is organized so that the substance 
of each individual filmstrip is limited to the subject 
matter ordinarily covered in one or perhaps several 
consecutive classes. 

Individual filmstrips of this series could serve ex- 
cellently (taking perhaps half of a classroom period) to 
provide an orientation overview, or to develop the 
picture visually during the course of a lecture, or for the 
summarization of any given section of study. Each 
filmstrip portrays and illustrates with succinct text 
commentary, photographs, diagrams, charts and car- 
toons, with trace arrows and the floodlighting of points 
of immediate interest, singly or in composite, ideas 
which are approached normally far less graphically and 
with difficulty by the traditional methods of blackboard 
and oral discussion. 

To illustrate, the first filmstrip, What Is Accounting, 
opens with four photographs depicting a department 
store, its beginnings, departments, and human aspects. 
A diagram follows setting forth basic relationships of 
the economic system, with profit as the cornerstone. 
The remainder of the frames consist of rather clever 
cartoons devoted to such themes as the profit concept, 
balancing off through time of sales income against ex- 
penses, the flow of raw materials through factory 
processes, the grinding of the financial facts into ac- 
counting records and financial statements, and then, 
successively, the functions of bookkeepers, private ac- 
countants, and certified public accountants. Included 
also are interpretation of accounting data, cost account- 
ing, tax accounting, auditing, and finally the value of 
accounting background for successful careers in busi- 
ness. 

The filmstrip Adjusting the Books—Part I deals with 
the need and reasons for the periodic adjustment of 


secounts 4 
tories and 
strate the 
including 
cal taking 
written jo 
The abilit 
document: 
of financi 
side (as is 


often of 
a unive 


Funda: 
ley. 


464 
successive 
student 
sated 
utilized 
reasons. 
depreciati 
These pi 
| in hand: 
bearing a 
tered equ 
a price t 
cludes w 
adjusting 
Many 
of the | 
| entries. 
then, as 
Journals 
partmen 
| the gene 
noticeab 
the films 
and pre: 
ficult to 
would 
were to 
expense 
propriet 
The 
the Mc( 
the pu 
bookkee 
duced u 
also col 
McGrav 
The 
niques 
The pro 
account 
Pp. 
Introd 
Mill 
The 
to the 


secounts and the handling of adjustments for inven- 
tories and fixed asset accounts. Photographs demon- 
strate the physical side of the need for adjustments 
including photographs of supplies inventories, the physi- 
cal taking of merchandise inventory, and of actual hand 
written journals, ledger accounts, and inventory sheets. 
The ability of visual aids to bring into juxtaposition 
documents, journal entries, ledger accounts, sections 
of financial statements and photographs on the physical 
side (as is done throughout the series on individual or 
successive frames) provides a most effective tool for 
student comprehension—particularly when supple- 
mented with instructor commentary. Cartoons are 
utilized frequently to dramatize abstract ideas or 
reasons. We find, for example, several cartoons in the 
depreciation section of the filmstrip on adjustments. 
These picture old Father Time standing with scythe 
in hand—on his right, bright and shiny new equipment 
bearing a price tag reflecting cost—on his left, old bat- 
tered equipment labeled Ten Years Later and bearing 
a price tag reflecting scrap value. The filmstrip con- 
cludes with five frames showing model illustrative 
adjusting journal entries. 

Many of the strips conclude with a summary listing 
of the principles discussed or with sampie model 
entries. The modern touch is supplied nicely now and 
then, as when for example in the filmstrip on Columnar 
Journals photographs show an accounting machine de- 
partment at work with the explanation that often only 
the general journal is hand-written. There are several 
noticeable but perhaps minor weak points present as in 
the flmstrip on The Worksheet, where the photography 
and presentation are relatively poor and somewhat dif- 
ficult to follow. The filmstrip on Closing the Books 
would be improved if the presentation of principles 
were to bring out clearly the status of the income and 
expense accounts as temporary subdivisions of the 
proprietor’s capital account. 

The Beva Filmstrips on Accounting largely predate 
the McGraw-Hill filmstrip series and were the first of 
the published commercial projective visual aids for 
bookkeeping and accounting classes. They were pro- 
duced under the direction of Clifford D. Ettinger, who 
also collaborated with McFarland and Ayars on the 
McGraw-Hill series. 

The Beva strips make use of the same general tech- 
niques as those to be found in the McGraw-Hill series. 
The progression of ideas is much slower however, the 
accounting principles and techniques demonstrated are 
often of questionable nature (at least for the purposes of 
a university class in elementary accounting principles), 
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and the ideas are not always developed with sufficient 
clarity. It is perhaps unfortunate that the introductory 
photographs occasionally show old fashioned bound 
books labeled Journal or Ledger. 

These filmstrips include problems or questions to be 
answered by the students while the projection is taking 
place, and they contain additionally a completion test 
followed by solutions. The producers would be well 
advised to cut down on the number of frames and to 
sharpen their content considerably. This would seem 
desirable even for use at the high school bookkeeping 
level. The filmstrip on locating errors is one of the later 
and better of the series, and probably could be utilized 
advantageously for university classroom purposes. 

The VuGraph Bookkeeping Visual Aid Kit is the most 
recent of the available materials. This utilizes transpar- 
ency projection rather than the previously discussed 
filmstrip techniques. 

These transparency materials provide the means 
whereby an instructor may stand at a VuGraph or 
Visual Cast projector, in a lighted room in front of his 
class, and demonstrate the build-up of basic accounting 
transactions or processes. The several transparencies 
in each packet make use of the “‘flop-over” or “growing” 
technique, whereby each succeeding transparency adds 
its bit cumulatively to the final desired result. The 
group of packets treats throughout with a single set of 
accounts—those of a laundry. The content is handled 
effectively and with clarity. The approach appears 
somewhat oversimplified and too little of vital ground 
is covered to meet the needs of accounting courses at 
the university or college level. There is little doubt that 
essential form and basic procedures can be demon- 
strated easily, quickly, and graphically by means of 
these materials, and that they should serve excellently 
at high school bookkeeping level. 

These transparencies would be improved somewhat 
from the standpoint of realism if they contained hand- 
written records rather than printed content. The 
transparency size also appears somewhat too large for 
the convenient capacity of most available transparency 
projectors. The printing upon the transparencies further 
is of a sort subject to fairly rapid deterioration as a con- 
sequence of friction. 

Visual aids, projectors, screens and the like have 
been discussed rather fully in various articles in the 
ACCOUNTING REviEw during the past several years. 

RoBERT DINMAN 
Lecturer in Accounting 
University of Southern California 
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Fundamentals of Corporation Finance. Joseph F. Brad- 
ley. (New York: Rinehart and Company, Inc., 1953. 
Pp. xix, 583. $6.00.) 


Introduction to Business Finance. Bion B. Howard and 
Miller Upton. (New York: McGraw-Hill Book Com- 
pany, Inc., 1953. Pp. x, 565. $6.00.) 


These two books exemplify two different approaches 
to the teaching of business finance. Professor Bradley’s 


work follows the traditional approach, concentrating 
attention upon the long-term, or stock and bond, 
financing which is peculiar to the corporation, and the 
financial institutions through which the corporation 
raises funds. In contrast, the work of Professors 
Howard and Upton is an effort to develop a new avenue 
to the area of business finance. This pioneering venture 
has been motivated by the growing interest among 
teachers and practitioners in a shift in emphasis from 
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the instruments and institutions to the basic principle 
of financial management common to both the corpora- 
tion and the unincorporated business. 

In keeping with the traditional presentation, Pro- 
fessor Bradley’s book is organized on the pattern which 
was first established by the initial edition (1924) of the 
late Charles W. Gerstenberg’s Financial Organization 
and Management of Business. The major topics of the 
book and the sequence that is followed are: (1) three 
chapters in Section I devoted to promotion and a com- 
parison of legal forms of organization; (2) ten chapters 
in Section II dealing with the features of stocks and 
bonds and an analysis of the capital structures of 
industrials, public utilities and railroads; (3) four 
chapters in Section ITI describing the methods of distrib- 
uting securities and the governmental regulation of 
such distributions; (4) one chapter in Section IV cover- 
ing the organized securities exchanges and the over-the- 
counter market; (5) one chapter in Section V concerned 
with sources of short-term financing; (6) two chapters 
in Section VI devoted to the measurement and disposi- 
tion of net profits; (7) two chapters in Section VII deal- 
ing with expansion, mergers, consolidations and holding 
companies; (8) one chapter in Section VIII describing 
changes affecting the capital accounts; and (9) two chap- 
ters in Section [X on failures, adjustments, reorganiza- 
tion and liquidation. 

Although the organization of the content and the 
method of approach are not unique, there are several 
features of the book which are especially noteworthy. 
In the preface, Professor Bradley indicates that he has 
attempted to make the text as readable and as teach- 
able as possible without sacrificing the technical ac- 
curacy that is indispensable. He has succeeded admira- 
bly in attaining this objective. To facilitate the study 
of the book, each chapter begins and closes with a con- 
cise summary of the topics covered in it. The chapters 
are also broken down into numerous sections with 
explanatory headings. This technique should make the 
subject easier for the student to understand. The author 
has also used carefully prepared problems and actual 
illustrations to develop many of the concepts and pro- 
cedures taken up in the text. Finally, the review ques- 
tions at the end of the chapters consist in large part 
of short problem material which can be used effectively 
for written assignments and classroom discussion. The 
author’s avowed intention (p. vii) was to discuss the 
subject matterat the level of the undergraduate student. 

This book is to be commended to those academicians, 
practitioners, and students who are wedded to the 
standard approach to business finance. As for those who 
are in favor of a change in emphasis and direction, their 
major criticism of the book will be with its faithful 
reproduction of the familiar and long-established pattern 
of the corporation finance course. 

What are these quarrels with the established treat- 
ment of business finance? Some of them should be enu- 
merated, at this point, in order to sketch the background 
for the book of Professors Howard and Upton. Here are 
the strictures which are usually directed against the 
traditional approach: ‘ 


1. It has fallen out of step with important develop- 
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ments which have been taking place in the area of 
business finance. For example, the standard 
texts do not give adequate attention to such de 
velopments as: (a) term lending (one page ip 
Bradley); (b) managerial control of working capi. 
tal and fixed assets (a few pages in Chapter 4 
Bradley); (c) growth of internal financing (3 
pages in Bradley); (d) financial problems of small 
business (only mentioned in Bradley); (e) infy. 
ence of governmental fiscal policies on business 
financing (just mentioned in Bradley); and (f) 
effect of inventory and fixed asset valuation pro- 
cedures on financing problems (3 pages in Brad- 
ley). 

2. It is concerned with only one type of business 
organization, e.g., the incorporated business, 
It, therefore, focuses attention upon the forms and 
instruments peculiar to the corporation, especially 
the large corporation. In this treatment, very 
little content is devoted to the underlying princ- 
ples and techniques of financial management 
which may be applied to any business situation, 
regardless of the legal form of organization. 

3. It emphasizes financing (raising the needed funds) 
and gives little or no consideration to financial 
planning (planning for the future flow of cash 
receipts and disbursements) or to financial control 
(checking operations and disbursements so as to 
determine whether the cash flow is proceeding 
according to plan). Each of these functions is 
indispensable to the successful administration of 
the finances of any business organization. 

4. It concentrates on long-term, or stock and bond, 
financing rather than placing primary emphasis 
on the working capital problems of a business 
concern. In practice, the greatest proportion of 
the time of the financial manager is concerned 
with the problem of solvency—the provision of 
cash resources sufficient to pay debts as they 
mature. 


The above is only a representative, and not an ex- 
haustive, listing of the quarrels with the standard 
corporation finance course. It was these deficiencies, 
and the desire to overcome them, that inspired the book 
of Professors Howard and Upton. 

The coverage of the book and its approach to the 
subject are established in Chapter 1. The chapter 
points up the major activities involved in managing 
the finances of a business. These functions include (1) 
planning for money needs, (2) raising the necessary 
funds, and (3) controlling the use of funds, including 
the disposition of funds represented by the net income. 
In addition to these regularly recurring responsibilities, 
there are other problems which involve financial skills 
but which occur infrequently. They are promotion, 
failure or financial strain, and the sale or exchange of 
business properties. In dealing with any of these re 
sponsibilities, the financial manager relies substantially 
upon the use of two tools, namely, an organized system 
of accounting and budgeting. Both accounting records 
and the budgetary tool are indispensable to intelligent 
financial planning and control. The financial executive 
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must also vary administrative practices to adjust to 
such things as differences in the type of business, the 
sise of business, the form of business organization, and 
the stage of the business cycle. 

It is these ideas that form the springboard for the 
content of the book. 

Chapter 2 deals with the legal form of organization 
as a factor that affects the means of raising funds for 
the business. The three forms of organization, pro- 
prietorship, partnership, and corporation, are examined 
to see how the choice of organization influences the 
yarious ways that may be used by management to 
apportion the elements of risk, income, and control, 
among the creditors and the various classes of owners. 

Parts II and III of the book consist of five chapters 
each, and both parts are concerned with the adminis- 
trative tools of finance. The emphasis in Part II is on 
the analysis of financial condition and profitability. 
Chapters 3 and 4 are devoted to balance sheet and profit 
and loss statement information and are aimed at review- 
ing the rules that must be kept in mind if these two tools 
are to be used effectively in financial control and financ- 
ing. Chapter 5 considers the basic concept of fund flow, 
the continual conversion of cash into noncash assets, 
which are then reconverted back into cash. The chapter 
describes the various methods that can be used for 
studying the historical fund flow of any business. Part 
II closes with Chapters 6 and 7, which discuss the con- 
ventional techniques for judging the financial condition 
and the profitability of a business. 

Part III deals with budgeting as a managerial tool 
for effective financial planning and control. This sub- 
ject begins with Chapter 8 and is concluded in Chapter 
11 with a comprehensive illustration of the procedures 
involved in developing a detailed budget. The last 
chapter in this part, Chapter 12, points out the unique 
financial problems encountered in promoting a new 
business and planning the financing for a rapidly ex- 
panding firm. The discussion of promotions is especially 
noteworthy because of the step-by-step illustrations of 
the obstacles that are encountered in launching a new 
venture. 

In five chapters, 13 through 17, Part IV is devoted 
to short-term financing. The advantages and disad- 
vantages of short-term credits are discussed in Chapter 
13, and, then, the remaining chapters of this section 
describe the various sources of short-term financing, 
including suppliers, commercial banks, finance com- 
panies, the commercial paper market, factors, industrial 
banks, personal loan companies, affiliates, and friends 
and relatives. 

Part V is concerned with intermediate- and long-term 
financing. Chapter 18 deals with intermediate-term 
credits, particularly the term lending technique and 
installment financing of equipment purchases. Chapters 
19 and 20 are devoted to long-term credits and the in- 
struments used in this field, namely, the bond issue and 
the real estate mortgage. The problem of raising equity 
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funds for the business is the subject matter of Chapter 
21. 

The final section of the book, Part VI, treats the non- 
recurring financial problems of the business. These are 
the exchange and sale of properties, in Chapter 22, and 
financial embarrassment and failure, in Chapter 23. 

The book covers most of the major points included 
in other corporation finance texts. However, these 
topics are presented within the framework of the man- 
agerial approach developed by the book. 

In the opinion of the reviewer, Professors Howard 
and Upton have made an outstanding contribution to 
the field of business finance. Their managerial approach 
brings to a focal point all of the responsibilities that are 
involved in the administration of the finances of any 
business organization. This is in distinct contrast to 
the traditional approach, which concentrates on financ- 
ing, particularly corporation financing, and devotes very 
little of its content to financial planning and control, 
both of which are of immeasurable aid to management 
in estimating and securing needed funds. Furthermore, 
the internal or managerial approach to business finance 
stresses the working capital problems of a business 
enterprise rather than long-term financing. This is 
where the emphasis should be placed since it is the 
problems of solvency which occupy most of the atten- 
tion of financial executives. 

There are two places in the finance curriculum that 
can be ably served by the approach developed by Pro- 
fessors Howard and Upton. One of these is in the corpo- 
ration finance course, and the other is in the corporation 
finance problems course. Instead of concentrating on 
only one type of business organization, both of these 
courses can be broadened to encompass the principles 
and techniques of financial management, which may 
be applied to any business. 

There are a few weak spots in the book which should 
be mentioned. One of these is Chapter 11, in which a 
detailed budget for a moderate-sized manufacturing 
concern is developed. Unfortunately, the presentation 
tends to emphasize the procedures of budget prepara- 
tion rather than the financial uses of the budget. An- 
other shortcoming of the book is that it does not satis- 
factorily point up the interrelationship between financial 
planning and control and financing in the chapters 
dealing with sources of funds. This is a weakness that 
can be corrected through the use of additional problem 
and case materials. A teacher’s manual is available 
containing answers to chapter questions and short prob- 
lems. But the teacher will have to use comprehensive 
cases to illustrate how financial planning and control 
facilitate orderly financing. 

These weaknesses do not seriously detract from the 
value of the book as a new approach to the understand- 
ing of the financial function in business. 

Harry BLYTHE 
Instructor in Finance 
University of Washington 
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ASSOCIATE MEMBERSHIP 


in the 
AMERICAN ACCOUNTING ASSOCIATION 
can be obtained by students 


FOR $1.50 PER YEAR 
($2.00 outside of Continental United States) 


Such membership includes a subscription to the ACCOUNTING REVIEW, which is mailed ~ 
directly to the student. This is a quarterly publication, with issues in January, April, July, and ~ 
October. Your first issue should reach you in about three weeks from the date of your order. 
As far as possible, new subscriptions will start with the latest issue already published at the time 
the subscription is received. Your subscription will be started with earlier issues if you so request. 


Applications should be signed by instructors who are members of the American Accounting 
Association. 


Associate memberships are intended as a subsidy to students and are not designed for 
use by other persons. A subscription under an associate membership will not be honored if it 
is to start after a person leaves the status of a student. Applications for full membership or sub- 
scriptions to the Accounting Review are available for persons who are not students. 


A student who now is an associate member may request that such membership be extended while 
he is in the armed services. Such extension will be granted only for one year at a time and only 
if the regular fee is paid and is accompanied by an associate membership blank signed by the 
student's last instructor. Additional requests for extension may be submitted in the future for each 
year the student is in service. 


WRITE FOR A SUPPLY OF APPLICATION BLANKS 


AMERICAN ACCOUNTING ASSOCIATION 
College of Commerce and Business Administration 
University of 
Urbana, Illinois 
(Place your name on this advertisement and use it as an order form) 
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